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The articles in the next issue skip 
around a bit among tax subjects, start- 
ing with a comment on the impact of 
the Spector Motor case recently decided 
by the Supreme Court (in this issue we 
have an around-the-nation-coverage of 
the questions raised by this decision) 
and ending with a special feature—cov- 
erage and comment on the proposed 
constitutional amendment to limit the 
federal government’s taxing power. * 


An economics professor analyzes the 
“receivability” feature of government 
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Acq. and Non-aca. 


Insurance to Fund 
Stock-Retirement Agreements 
SIR: 


My article in last month’s issue of TAXEs 
questioned the soundness of the distinction 
made by the Tax Court in the Emeloid case, 
CCH Dec. 17,713, 14 TC 1295 (1950), be- 
tween key-man insurance and insurance to 
fund a stock-retirement agreement. 


The Tax Court in the Emeloid case ex- 
pressed the view that key-man insurance 
served a business purpose but that insur- 
ance to fund a stock-retirement agreement 
did not. The judgment of the Tax Court 
has now been reversed: /?meloid Company 
Inc. v. Commisstoner, 21-1 ustc 66,013, 
United States Court of Appeals for the 
Third Circuit, May 10, 1951 [see also “In- 
terpretations,” page 500 herein]. 


In the Emeloid case, insurance was origi- 
nally taken out as key-man insurance. Later, 
it was used to fund a_ stock-retirement 
agreement. Referring to the stock-retire- 
ment agreement as the “trust,” the court 
of appeals said: 


“The trust was designed to implement 
that original purpose, and, at the same time, 
add a further business objective, viz., to 
provide for continuity of harmonious man- 
agement. Harmony is the essential catalyst 
for achieving good management; and good 
management is the site qua non of long- 
term business success. Petitioner, deeming 
its management sound and harmonious, con- 
ceived of the trust to insure its continuation. 
Petitioner apparently anticipated that, should 
one of its key stockholder-officers die, those 
beneficially interested in his estate might 
enter into active participation in corporate 
affairs and possibly introduce an element 
of friction. Or his estate, not being bound 
by contract to sell the stock to petitioner, 
might sell it to adverse interests. The 
fragile bark of a small business can be 
wrecked on just such uncharted shoals. 
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“Petitioner, in the situation. provided for 
by the trust agreement, would also in- 
directly have the benefit of key man insur- 
ance. There would be no obligation on the 
corporation to retire the shares of stock 
purchased from the estate of the decedent. 
Borg v. International Silver Co., 11 Fed. (2d) 
143 (D. C. N. Y., 1926). Moreover, re- 
tirement of shares which results in a re- 
duction of the capital of a corporation can 
be effected only by conformance with the 
statutory procedure. See N. J. S. A. 14:11-5. 
The shares purchased by petitioner would 
become treasury shares and could be resold 
in the same manner as other corporate 
assets. Borg v. International Silver Co., 
supra. The trust agreement provides peti- 
tioner with a method of subjecting all 
potential purchasers to a screening test, 
thus permitting the corporation to choose 
its new shareholders in a highly selective 
manner. Funds derived from the resale 
would then be available to the petitioner 
and provide it with needed working capital. 


“The interpretation placed on the trust 
agreement by the Tax Court was clearly 
erroneous. The corporate intent stated in 
the instrument is to provide for continuity 
in the management and policies of the com- 
pany. The Tax Court made nq finding that 
such was not a proper corporate purpose. 
It concluded that the real purpose of the 
insurance was to provide a means whereby 
the survivor, Leeds or Madan, could pur- 
chase the stockholdings of the decedent. 
That conclusion has no support in the 
record. The petitioner, not the survivor, is 
to purchase the stock of the decedent. The 
difference between a contract of purchase 
on the part of the corporation and one on 
behalf of the surviving stockholder is more 
than a highly technical distinction. Signifi- 
cantly different legal incidents flow there- 
from.” 

ALBERT MANNHEIMER 
NEw York CIty 


TAX ES— The Tax Magazine 


. 








trust 
early 
din 
nuity 
com- 
- that 
pose. 
f the 
ereby 
pur- 
‘dent. 
1 the 
or, 1S 
The 
‘chase 
ne on 
more 
ignifi- 
there- 


‘(EIMER 


yazine 





Tax=-Wise 


Meetings of Tax Men 


National Association of Tax Administra- 
tors—The nineteenth annual meeting of 
the National Association of Tax Admin- 
istrators will be held June 13-16 at the 
Grand Hotel, Mackinac Island, Michigan. 
Reservations can be placed with Mr. N. C. 
Bicking, The Grand Hotel, 920 North 
Michigan Avenue, Chicago 11, Illinois. 


Tax Executives Institute, Inc., Detroit - 


Chapter.—On May 22 the Detroit Chapter 
of Tax Executives Institute, Inc., elected 
the following new officers: president, Her- 
bert E. Blachford, Detroit Edison Company ; 
executive vice president, Leonard O. Zick; 
vice president, Alan L. Gornick; secretary, 
Herbert C. Henderson; treasurer, Wilfrid 
N. Leach; and chapter directors, Norman G. 
Currin and Mark I. Sammon. 


Maine's Sales Tax 


Maine becomes the thirty-first state to 
enact a general sales tax. 


The new law imposes a tax at two per 
cent on tangible personal property sold at 
retail on and after July 1, 1951, and a tax 
of two per cent on the storage, use or con- 
sumption of tangible personal property pur- 
chased at retail on or after July 1, 1951. 

Retailers are required to add the sales 
tax to the sales price at the rate of one cent 
on purchases of twenty-five cents to seventy- 
four cents and two cents on purchases of 
seventy-five cents to $1.24. On purchases 
over $1.24, a one cent tax must be added 
for each fifty cents. 

The principal exemptions from the tax 
include: food (except meals), medicines, 
seed, feed and fertilizer, motor vehicle fuel, 
coal, oil, wood, tobacco, liquor, publications 
and containers. 

The first sales and use tax return is due 
August 15, 1951, and unless special arrange- 
ments are made, payment will accompany 


Tax-Wise 


Taxes... 
Tax People... 
Things Taxed... 





the return. Retailers are required to register 
with the State Tax Assessor and pay $1 
registration fee for each place of business. 

By the way, more than 300 new tax laws 
have been passed by states so far this year. 
Forty-one of them affect personal income 


taxes. Property tax laws were amended 
fifty-one times; forty-five new motor vehicle 
provisions were added or amended. Sales 
tax changes number thirty-four, gasoline 
taxes, forty-two. 


Reduces Tax 


Iowa is not going our way. A bill await- 
ing the signature of the Governor reduces 
the income tax by twenty-five per cent for 
1951 and 1952 income. In addition to the 
twenty-five per cent reduction, the new law 
will provide the following deductions from 
the tax: (1) for a single individual, $15; 
(2) for husband and wife or head of a 
family, $30; (3) for each dependent child, 
$7.50; (4) for each other dependent, $7.50, 
or in lieu thereof, in case of a dependent 
parent or grandparent, a $450 deduction 
from net income. 


Hospital Premiums Deductible 


A new law in Minnesota allows an income 
tax deduction for such items as premiums 
paid for hospitalization insurance, nonprofit 
hospital service plans and nonprofit medical 
service plans. Uncle Sam, please copy. 


A WILL IN TIME 
By Louis M. Brown 


= Los Angeles County a successful, free 
chest-X-ray campaign is being con- 
ducted. Over 1,500,000 free X-rays have 
been made to date, and many diseased per- 
sons have been found and cures adminis- 
tered. Last November the American 
Diabetes Association started a nation-wide 
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program of free tests for diabetes to find 
and protect the million Americans suspected of 
having diabetes without knowing it. The result 
will be a healthier population and a higher 
public regard for the medical profession. 

Public dissatisfaction with the legal pro- 
fession has a long history. We can try to 
combat it by pointing out that it is unjusti- 
fied, but there is a better way—a course of 
positive action. We must demonstrate that 
we are interested in keeping people legally 
healthy and that we have the knowledge and 
skill to do so. 


Some communities have legal-aid clinics, 
public-defender offices and lawyer-reference 
plans. These are fine institutions and should 
receive more recognition, but they all op- 
erate on the principle that the client will 
come to them only after he realizes that 
he is in legal difficulties, If the experience 
of preventive medicine may be taken as a 
guide, we may be assured that people would 
prefer to be kept legally healthy than to 
be assisted after they have gotten into 
trouble. What is needed is an opportunity 
for lawyers to come forward and help them 
at the preventive stage. 


We of the bar know that any person 
who has not made a satisfactory will is a 
possible victim of legal “disease.” We 
do not know exactly how many such per- 
sons there are, but it has been estimated 
that they comprise upwards of fifty per cent 
of the population. In any community, many 
of these people could be brought into law 
offices by means of a campaign, similar to 
the X-ray and diabetes campaigns, offering 
free legal service in the preparation of a will. 


Obviously, such an offer could not be 
extended to everybody. Law offices would 
be swamped with free work, and the bulk 
of the applicants undoubtedly would be 
those who would stand to save most, name- 
ly, those with large properties and compli- 
cated estates. It is suggested that a free will 
might be offered to any person who has come 
of age during the past twelve months, In 
most instances, the wills of such persons 
would be relatively simple. Bringing them 
into law offices at the opening of their careers 
would encourage them to avail themselves 
of legal services when needed thereafter. 
Perhaps the most important reason, how- 
ever, for emphasizing the twenty-one-year- 
old group would be its psychological effect 
upon older people. It is well known that 
among many people past middle age there 
is a psychological block to making a will, 
because it is a reminder of death. Although 
the same is true of life insurance, the sales- 
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men have been able to overcome it by 
advertising and direct solicitation—an ap- 
proach not open to lawyers for ethical rea- 
sons. If we can, by legitimate means, 
popularize the making of wills in early 
adulthood, we can do a lot toward breaking 
down this psychological barrier. 


With the slogan “Will for 21” the cam- 
paign can be carried on under bar associa- 
tion sponsorship at little or no cost. Small 
stickers on envelopes and letterheads will 
publicize the campaign. Newspapers and 
radio stations will be glad to cooperate, and 
immense good will can be generated by 
enlisting the cooperation of lay groups such 
as chambers of commerce, labor unions, 
civic organizations and women’s clubs. If 
funds are available, direct advertising may be 
used, and the services of a professional public 
relations counsellor would be desirable. 


This is not intended to be an exact blue- 
print of the project but a mere suggestion. 
Details may be varied according to the com- 
munity’s needs and the work load of the at- 
torneys. A possible variation would be to 
make the offer to the newly married instead 
of to the twenty-one-year age group. The 
central theme is a preventive law compaign 
directed toward keeping people legally 
healthy. The specific problem is the un- 
willed person. The cure is a competently 
drawn will. The result will be prevention 
of legal trouble for many people, along 
with new business of the ordinary kind 
brought in as a result of these contacts, 
and a better understanding and appreciation 
of the legal profession by the public.— 
Reprinted from the December, 1950 issue of 
the Journal of the American Judicature So- 
ciety, where is appeared under the title 
“Will for 21’—A Public Relations Project 
for the Bar.” Mr. Brown, a member of the 
Los Angeles bar, is the author of Manual of 
Preventive Law. : 


We Asked About the 
Spector Motor Decision 


How do you think the Spector Motor de- 
cision, recently promulgated by the Supreme 
Court, affects your tax position with refer- 
ence to the tax laws of your own state? 
There is great conflict of opinion, and ap- 
parently the whole question of taxation of 
“interstate” business turns not so much on 
what the Supreme Court has said as it does 
on the exact language of the tax law of a 
particular state. 


The case, you will remember, involved a 
motor trucking concern carrying goods be- 
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tween its terminals in Connecticut and out- 
of-state points, with incidental local pickup 
and delivery service in Connecticut. Its 
principal office was in Chicago, and it had 
other terminals in St. Louis and New York 
City. The only tangible property owned in 
Connecticut was office equipment. Connecti- 
cut taxed the concern under: its Corporation 
3usiness Tax Act, which measures the tax 
by net income. 


Since many have thought that the decision 
of the Supreme Court was a slap on the 
wrist of tax collectors in other states, we 
have asked each state how it will operate 
since the decision. Those which have re- 
plied are listed below. 


Arkansas: It is the opinion of this depart- 
ment that transportation companies are 
liable for a properly apportioned tax on their 
net income earned within the State of Ark- 
ansas even though their business is carried 
on entirely in interstate commerce. 

The case of Spector Motor Service, Inc. v. 
O’Connor, decided by the United States 
Supreme Court on March 26, 1951, is clearly 


distinguishable and does not apply to in- ° 


come tax laws such as that of the State 
of Arkansas. The tax involved in the Spector 
case was, by definition of Connecticut’s own 
supreme court, a franchise tax on the 
privilege of doing business in that state. 
The fact that it is measured by net income 
does not change the type of tax—it is still 
a direct tax on the doing of business. 


The Arkansas tax is a tax on net income. 
The United States Supreme Court has re- 
peatedly stated that a tax on net income 
is an indirect tax, is not a burden on inter- 
state commerce and, therefore, is not in 
violation of the commerce clause of the 
Constitution. 


Interstate transportation companies oper- 
ating in Arkansas will not be affected by the 
Spector Motor decision and should continue 
to file returns and pay their tax just as they 
have done previously—Dean R. Morley, 
Commissioner of Revenues. 


Connecticut: I might say that the sig- 
nificance to us of the Spector case is in no 
way proportionate to the publicity it has 
received in its long and tortuous course of 
litigation. I think the decision applies to 
Spector alone and to any other corporation 
whose operations in the State of Connecticut 
are custom tailored to Spector’s special type 
of operation. Any variance will, in my 
opinion, make the Spector precedent inappli- 
cable, and, for that reason, we are not at 
this time planning any change in our Cor- 
poration Business Tax Law to offset any 
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possible effect of this decision.—William F. 
Connelly, Tax Commissioner. 

Florida: It is my understanding that this 
opinion will not affect in the least the pay- 
ment of the annual corporation capital 
stock tax by foreign corporations which are 
required to pay the tax, because in no sense 
is the tax levied on the income of the cor- 
poration. The annual corporation capital 
stock tax of Florida is a privilege tax paid 
for the privilege of exercising the corporate 
franchise—R. A, Gray, Secretary of State. 


Kentucky: We have discussed fully with 
our legal staff the effect of the Spector 
Motor case upon the administration of the 
Kentucky Income Tax Law. We feel that 
the decision in the Spector case has no effect 
upon a tax measured by net income, such 
as we administer in the State of Kentucky. 
Thus, we do not intend to alter our ad- 
ministrative setup at this time.—Robert 
H. Allphin, Director, Division of Income 
Taxation. 


Massachusetts: It has not been the prac- 
tice to assess foreign corporations engaged 
exclusively in interstate commerce in Massa- 
chusetts under our business corporation ex- 
‘cise tax law since the decision in the case 
of Alpha Portland Cement Company v. Massa- 
chusetts, 268 U. S. 203. Had the Spector 
Motor case overruled the Alpha case, our prac- 
tice would doubtless have been altered to avail 
ourselves of the decision—Henry F. Long, 
Commissioner of Corporations and Taxation. 


Maine: This office has issued neither a 
ruling nor a statement in connection with 
the final decision in the Spector Motor case. 
—Ernest H. Johnson, State Tax Assessor. 

Michigan: Under Michigan law, Section 
5, Act 327, Public Acts of 1931, as amended, 
states in part: “None of the property or 
capital of any corporation subject to paying 
the privilege fee prescribed in Section Four 
which is located without the State of Michi- 
gan, and none of the capital or surplus of 
such corporation represented by property 
exclusively used in interstate commerce, shall 
in any case enter into the computation of 
the net amount of the authorized capital, 
or the capital and surplus, as the case may 
be, upon which the computation of the privi- 
lege fees shall be made.” (Italics supplied.) 

We refer you to these cases before the 
Michigan Supreme Court dealing with inter- 
state commerce: In re Detroit and Windsor 
Ferry Company, 232 Mich. 574, 205 N. W. 
102 (Mich. S. Ct., 1925); Detroit Interna- 
tional Bridge Company v. Corporation Tax 
Appeal Board, 267 Mich. 384, 255 N. W. 
368 (Mich. S. Ct., 1934); Chicago, Duluth & 
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Georgian Bay Transit Company v. Corporation 
and Securities Commission, 319 Mich. 14, 29 
N. W. (2d) 303 (Mich. S. Ct., 1947). 


We also refer you to these cases before 
the United States Supreme Court: Detroit 
International Bridge Company v. Corporation 
Tax Appeal Board, 287 U. S. 395, 53 S. Ct. 
137 (1932); Detroit International Bridge Com- 
bany v. Corporation Tax Appeal Board, 1 stc 
f 128, 294 U. S. 83, 55 S. Ct. 332 (1935).— 
Ann Sawasky, Director, Annual Reports. 


Minnesota: To date we have made no 
ruling or statement on the subject. The 
1951 session of the Minnesota Legislature 
has just adjourned, and as yet we have not 
had full opportunity to digest the case and 
consider its. effect upon our law.—G. Howard 
Spaeth, Commissioner of Taxation. 


Mississippi: Mississippi has collected taxes, 
and expects to continue, from individuals or 
corporations operating public utilities or trans- 
portation companies which operate in, through, 
above or under the State of Mississippi. 


The Spector decision involved a statute 
which imposed a franchise tax for the privi- 
lege of doing business in Connecticut. The 
tax was measured by net income. Our in- 
come and franchise tax laws have been 
considered by our Mississippi Supreme Court 
and the Supreme Court of the United States. 
In more than one, the plaintiff sought to 
prove that these statutes were violative of the 
commerce clause in the federal Constitution. 

I do believe that some statutes will 
be reworded, but I want to point out that 
a federal court in the /nterstate Natural Gas 
Company case referred to the fact that our 
Mississippi franchise tax was imposed upon 
any corporation which exercised any corpo- 
rate right or privilege within the State of 
Mississippi. In other words, any act per- 
formed by a corporation in Mississippi ren- 
ders it liable to our franchise tax, and I 
think the decision was rather far reaching. 


We do not expect to encounter any diffi- 
culty, particularly with regard to our net 
income tax. It is not a burden on inter- 
state commerce. It is a tax on the profit 
realized from interstate commerce and there 
is a vast distinction. Our franchise tax is 
measured by the capital used, invested or 
employed, and your attention is directed to 
Section 9413, Mississippi Code of 1942.— 
H. N. Eason, Chief, Division of Income 
Tax, State Tax Commission. 

New Jersey: This bureau has received 
numerous inquiries regarding its position 
with respect to the decision of the United 
States Supreme Court in the case of Spector 
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Motor Service, Inc. v. Dennis P. O’Connor, 
Tax Commissioner (March 26, 1951). 


The New Jersey Corporation Tax Bureau 
has reviewed this decision and has concluded 
that it is not controlling in the application 
of the New Jersey Corporation Business 
Tax Act (1945) (Chapter 162, Laws of 1945, 
as amended and supplemented; Revised 
Statutes Section 54:10A-1 and following). 


A comparison of the New Jersey statute 
with the Connecticut law which was con- 
strued in the Spector case will disclose im- 
portant distinctions quite aside from the 
fact that New Jersey has a net worth tax 
rather than a net income tax. Without 
going into a detailed discussion of these 
differences, it may suffice to point out that 
the New Jersey law, in creating the taxable 
status thereunder, includes, as a basis, not 
only the type of activity embraced in the 
Connecticut statute, that is, “the privilege 
of carrying on or doing business in the 
State” but, in addition, the privilege of having 
or exercising the corporate franchise in this 
state or employing or owning capital or prop- 
erty or maintaining an office in this state 
(Revised Statutes Section 54:10A-2). Fur- 
thermore, the New Jersey statute expressly 
provides that the said tax is in lieu of a 
property tax (Revised Statutes Section 
54:10A-2). It is significant that in the 
Spector case decision, the majority opinion 
emphasized the fact that the Connecticut 
tax was not in lieu of a property tax. 


By way of additional comment, it is sug- 
gested that any taxpayer who disagrees 
with the bureau’s view should, nevertheless, 
promptly file its franchise tax return and 
pay the tax. This will help to minimize 
interest and penalty charges that would 
be imposed by the bureau upon default. 
Such payment would also expedite the fram- 
ing of an issue if appeal is desired, since 
the statute provides for payment of the tax 
as a prerequisite to appeal from a bureau 
decision— William Kingsley, State Super- 
visor, Corporation Tax Bureau. 

New York: Relative to the Spector Motor 
case—we are in the process of studying the 
decision and its possible effect on our stat- 
utes. Since our work on this subject is not 
completed, we are not in a position to fur- 
nish you with the material you wish.—S. E. 
Bates, Commissioner of Taxation and Finance. 

North Carolina: I wish to advise that 
the attorney general’s department has in- 
formed me that it is now making a study 
of this case and particularly of how it may 
affect our tax law and tax policy in this 
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Congress 


The Ways and Means Committee is still 
busily working out this year’s revenue act. 
When the bill is written and handed to 
Congress, it is very likely to be reported 
to and out of the Ways and Means Com- 
mittee on the day that it is introduced. The 
debate on the floor probably will take up 
the entire hot summer. 


Corporations and individuals are pretty 


well resigned to higher rates on their in-. 


come. As one wag put it, “Soon I’m going 
to tell the government to keep my salary 
and just let me have the tax.” The excess 
profits tax—to help stop inflation—may have 
rates so high on the corporation’s top in- 
come dollars that each dollar spent will 
cost about eighteen cents. 


The goal is $10 billion in additional reve- 
nue. The committee thinks it can make 
it by spreading the excise taxes and increas- 
ing some of them. Whiskey, pool tables, 
cigarettes, gasoline, hedge clippers, pants 
pressers, clay pigeons and traps for clay 
pigeons, curling stones, baby oil, ballpoint 
pens—these and hundreds of other items 
are being debated as to their usefulness in 
increasing the take of the federal govern- 
ment. The big question here is: What 
profiteth it a law to raise the rates, if it 
loseth the revenue? 


The House Way and Means Committee 
has tentatively adopted the following for 
incorporation in the 1951 tax bill: 


Withholding of tax at the rate of twenty 
per cent on dividends, royalties and interest 
paid by cooperatives; 


Disallowance of deductions in excess of 
losses with respect to certain businesses 
operated for personal gratification where 
operations over a five-year period resulted 
in a net loss in excess of $20,000; 


Allowance of capital gain treatment to 
securities dealers with respect to investment 
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securities only if purchased for investment 
and clearly earmarked; 


Only one surtax exemption and only one 
minimum excess profits tax credit to a 
group of affiliated corporations, or corpora- 
tions in which eighty per cent or more of 
the stock is owned directly or indirectly by 
the same person; 


Definition of a collapsible corporation as 
a corporation which is organized to con- 
vert profits from sales of inventory and 
stock in trade into capital gains; 


Any depreciable assets sold by stock- 
holders of a closely held corporation to the 
corporation to be considered noncapital 
assets and the gains from such sales to be 
treated as ordinary gains; 


Inclusion of United States Government 
bonds owned by a nonresident alien not 
engaged in business in the United States in 
the taxable estate of such nonresident alien; 


Offsetting of net short-term capital losses 
against long-term capital gains before re- 
ducing the long-term gains or losses by the 
fifty per cent limitation which is presently 
contained in the law; 


Permitting no reduction in existing per- 
centage depletion allowances and adding 
certain minerals to the list of depletables. 


There is much grumbling among the 
states because of the proposed increases in 
the federal cigarette and gasoline taxes. 
Many resolutions memorializing Congress 
not to adopt these have been passed in state 
legislatures. 


The Secretary 


Mr. Snyder backs up the President: “.. . 
we will need about $10 billion to maintain 
our pay-as-you-go program and we are 
hopeful that Congress will provide suffi- 
cient revenue to enable us to carry out that 
plan.” (The Committee has raised a little 
over $6 billion at this writing.) 


439 











Dunlap Heads Antiracketeer Squad 


Brigadier General John B. Dunlap has been 
appointed to head the Treasury’s Special Fraud 
Section, a new group of investigators which will 
specialize in seeking out racketeer tax evaders. 

General Dunlap has been in the internal rev- 
enue service since 1933, with the exception of a 
five-year tour of duty in army intelligence. He was 
internal revenue agent in charge of the Dallas 


division at the time of his appointment. 


In his new post, General Dunlap will direct the 
work of more than 100 racket squads which are 
being established in the Bureau's field offices. 


The Supreme Court 


Review by. the United States Supreme 
Court has been requested in the following 
cases: 


Marshall Drug Company, 51-1 ustc {J 9192. 
Cancellations of debts against a reorganized 
debtor were ruled to be income rather than 
gifts because the claims arose out of busi- 
ness dealings and each cancellation was the 
result of an individual creditor’s business 
judgment. 


Gabriel Company v. Commissioner, 51-1 ustc 
{ 66,005. The Sixth Circuit held that equity 
invested capital did not include the excess 
of sales proceeds realized: by an underwriter 
over the amount paid for the taxpayer’s 
stock, which excess constituted brokerage 
commissions. 


Certiorari has been denied in Nick vw. 
Dunlap, 51-1 ustc 79109; Nubar v. Commis- 
sioner, 50-2 ustc $9502; and Parker v. De- 
laney, 51-1 uste {[ 9112. 


The Commissioner 


The Commissioner has announced acqui- 
escence in the following decisions: 


Bear Mill Manufacturing Company, CCH 
Dec. 15,109(M). Recovery of a bad debt, 
though paid voluntarily, was excluded by 
the court when its deduction had resulted 
in no tax benefit. 


H. R. 136 


Last month we erroneously stated that this 
bill, permitting the deduction of state gas- 
oline taxes in computing income tax, had 
been signed. It was signed on May 12. 
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Cooper, CCH Dec. 17,967. The value of 
the British pound was determined at its 
free market price in New York City. 


Keefe, CCH Dec. 18,006. The Tax Court’s 
authority to determine the amount of over- 
payment for a previous year in computing 
a deficiency was affirmed. 


Milliken, CCH Dec. 17,842. The Com- 
missioner acquiesces in that part of the 
court’s decision which held that capital gain 
resulted when the Commissioner failed to 
show that a payment received by a tax- 
payer was not received upon the retirement 
of a certificate of indebtedness in registered 
form, and that a cash consideration re- 
ceived for an agreement not to exercise an 
option was short-term capital gain. 


David E. Rose, CCH Dec. 18,072. There, 
the taxpayer’s appointment to work as the 
managing director of subsidiaries of a mo- 
tion picture company in England was found 
to be for an indefinite period. Accordingly, 
taxpayer was a bona fide resident of England 
during the taxable years in question even 
though he paid no income tax to England 
and made visits to the United States in 
each year. 


The Commissioner does not acquiesce in 
the following decisions: 


Bauer, CCH Dec. 17,984. Payment by 
stockholders of a judgment against the cor- 
poration was ruled by the court to be an 
ordinary loss, even though the liquidating 
distribution in a prior year, which made 
them liable, had resulted in long-term capi- 
tal gain. 


Milliken, CCH Dec. 17,842. The Commis- 
sioner, acquiescing in part, does not agree 
with the court that an ordinary, rather than 

(Continued on page 485) 
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The Double Problem 
of the Deceased Business Associate 


By WILLIAM R. SPINNEY 


6 bers Wall Street Journal recently carried 
a front-page story in regard to the diffi- 
culties encountered by the well-known firm 
ef Booth & Flinn Company of Pittsburgh, 
arising from the death of its owner. It re- 
called that the seventy-four-year-old firm 
had built the Holland Tunnel in New York 
and the Liberty Tubes in Pittsburgh and 
was so well known in its own locality that 
the school children of the twenties chanted: 
“Who made the world? God made the 
world. Who filled it in? Booth & Flinn.” 


Rex Flinn died possessed of one hundred 
per cent ownership of the business. The 
firm had never had so many orders or more 
promising prospects for profitable opera- 
tion, and yet the tax problems created by 
Mr. Flinn’s death were so overwhelming 
that it was necessary to sell the business 
at an asking price which just about cov- 
ered the tax demands on the whole estate. 


One of the oldest and most profitable 
wholesale nursery businesses in the United 
States was recently liquidated because the 
successive deaths of several of its execu- 
tives created tax problems which wiped out 
the capital of the company. 


These drastic consequences of the death 
of a partner in a partnership, the death of 
the owner in a sole proprietorship or the 
death of a heavy stockholder in a close cor- 
poration can usually be avoided by proper 
future planning and by the taking of cer- 


Deceased Business Associate 


BRILLIANT BUSINESSMEN KNOW DEATH 
IS INEVITABLE, BUT MANY HAVE A IT- 
CAN’T-HAPPEN-TO-ME ATTITUDE ABOUT 
THEIR ESTATES. THE AUTHOR IS ASSIST- 
ANT TRUST OFFICER, TITLE INSURANCE 
AND TRUST COMPANY, LOS ANGELES. 


tain well-recognized steps to cushion the 
heavy impact of taxes and other transfer 
costs which accrue at death. 

The problem is a double one in that it 
exists for the estate of the deceased owner 
and that it likewise exists for the business 
which he leaves and may thus have a seri- 


ous consequence for the surviving members 
of the business organization. 


Partnerships 


In a partnership, death dissolves the part- 
nership unless prior action has been taken 
to avoid this legal result. If the partner- 
ship is dissolved, the surviving partners are 
faced with three practical alternatives: 


(1) Buying out the heirs of the deceased 
partner if funds are available for this pur- 
pose and if a reasonable purchase price can 
be arranged with the heirs. This is fre- 
quently difficult, because heirs sometimes 
have exaggerated ideas as to the value of 
the deceased partner’s interest, especially 
if they fail to realize that a deceased part- 
ner’s income has been based upon his 
rendering personal services to the partner- 
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This article is based upon an address given 
by the author before the Southern Cali- 
fornia Retail Lumber Association at San 
Bernardino, California. 


ship rather than upon his share of partner- 
ship profits. 


(2) Taking the heirs in as partners. 
This is frequently an undesirable necessity, 
because it introduces new personalities who 
are frequently without business experience 
or the ability to contribute anything to the 
partnership except capital investment. 


(3) Liquidating the. partnership and 
dividing the proceeds between the surviving 
partners and the heirs of the deceased 
partner. 


The executor of the deceased partner is 
likely to be faced with the difficult task of 
getting sufficient liquidity out of the estate 
of the deceased partner to pay estate, in- 
heritance and other transfer costs. For 
that reason, it may be impossible for the 
heirs of the deceased partner to leave their 
capital investment in the partnership even 
if they are so disposed. A material part 
may evaporate into meeting the demands of 
the tax collector and into attorney’s and 
other fees attendant upon transfer of the 
property interests. 


The surviving partners may be unable to 
purchase the interest of the deceased part- 
ner because in the typical small-sized or 
medium-sized partnership, they will have 
been plowing back into the business vir- 
tually all that they have accumulated beyond 
their living expenses. Even though they 
may be able to make substantial borrow- 
ings at the bank to raise the cash to pur- 


chase the interest—frequently a doubtful - 


possibility in a time of unsettled status of 
the business—or may be able to negotiate 
with the heirs of the deceased partner to 
purchase the interest with notes, the income 
tax requirements from their incomes might 
make virtually impossible the repayment of 
the loan or the payment of the notes within 
a practicable length of time. 


To obtain a purchaser for the partnership 
interest outside of the business group and 
to form a new partnership with a new per- 
sonality, replacing the withdrawn capital 
of the deceased partner with new capital, 
are such rare possibilities that dependence 
upon them is hazardous. The net result 
is that, in many instances, the liquidation 
of the partnership is forced. 
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Close Corporations 


In a situation involving a close corpora- 
tion, the legal necessity for liquidation is 
absent, but there are other potential dif- 
ficulties which may cause serious concern 
to the surviving associates. 


The heirs of the deceased stockholder 
become the owners of his stock. This in- 
volves the surviving associates with per- 
sonalities who may be strangers to them, 
who may be geographically removed from 
the locality of the business and who are 
unfamiliar with, or uninterested in, the ac- 
tivities of the corporation. There may be 
more closely located members of the de- 
ceased stockholder’s family who are known 
to be unacceptable business associates of the 
survivors. In any case, they may represent 
absentee ownership, either adults or minors, 
with total lack of management contribution. 


As in a partnership, the executor of the 
deceased stockholder’s estate is likely to be 
pressed for immediate cash, and it will be 
his legal duty, if required to dispose of the 
stock, to sell to the highest bidder. This 
may result in passing the stock to hostile 
persons whose chief interest in acquisition 
will be for competitive reasons. Even 
though the surviving stockholders may be 
disposed to purchase the stock and thus 
keep it out of hostile hands, there may be 
lack of ability to do this because of lack 
of money or credit with which to make 
the purchase. On the other hand, from 
the point of view of the family of the de- 
ceased stockholder, there may be a very 
limited market for the stock outside of the 
official family, and the executor of the de- 
ceased stockholder’s estate may be at the 
mercy of the surviving stockholders who 
may see an opportunity to drive a sharp 
bargain. 

In some situations, two potentialities may 
force the executor to accept a depressed 
price for the stock. He may be in desperate 
need of cash, or he may suspect that if he 
does not sell, the surviving majority stock- 
holders will proceed to milk the minority 
stockholders by the manipulation of salaries 
to themselves. 


Sole Proprietorships 


A sole proprietorship faces certain unique 


problems. In the first place, while the 
owner of the business may regard his estab- 
lishment as an entity, the probate court 
will not so regard it. The assets of the 
business organization will be miscellaneous 
assets of the estate. There will be an im- 
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mediate need of segregating these assets 
into an entity and, unless thought has been 
given to the problem, there is likely to be 
a lack of management ability to continue 
a successful operation of the business. 
Proper future planning before the death 
of the owner can frequently make available 
this needed ability and assure to the dece- 
dent’s family a continuation of income from 
the business. 


Sons of Partner 


Where it is the desire of a partner to 
retain his business interest after his death 
for the benefit of sons not yet mature as 
to judgment and experience, a particularly 
dificult problem is presented. If the sons 
are minors, their admission as partner's 
may be dangerous to the adult partners and 
to the contractual interest of those who deal 
with the partnership if they can repudiate 
their partnership agreement on the ground 
of minority. If they are not minors but 
are without business experience, they can 
contribute little to management and are 


likely to be a liability rather than an asset: 


to the surviving partners. Unless the tax 
demands upon the deceased partner’s estate 
can be met out of other estate assets, the 
demands for tax money which can come 
only from partnership assets may defeat the 
best-intended efforts to preserve the part- 
nership interest until the sons can reach 
an age of business competence. 


Liquidation v. Retention 
of Business Interest 


The problems outlined above usually 
become acute because the members of the 
business organization have been unaware of 
their potential existence or have been care- 
less about setting up the means for most 
effectively meeting the problems. Those 
who are well advised find that there are 
two avenues of procedure which they can 
follow. They can anticipate the orderly 
liquidation of the business interest of the 
deceased business associate, or they can 
make possible the retention of the business 
interest through providing estate liquidity 
for tax purposes outside of the business. 


In a profitable business enterprise, the 
retention of the business interest may be 
the more desirable procedure, although 
liquidation plans have in the past been more 
frequently put forward by advisors or 
forced by circumstances. The latter course 
often results in reducing the most valuable 
asset of the deceased associate from a 






Deceased Business Associate 





profitable asset to, at best, an asset retained 
on a fair-investment basis. To thus change 
an asset which may have been earning ten, 
fifteen or twenty per cent to one earning 
four to five per cent has a serious effect 
upon the income potentialities of the heirs. 


Purchase and Sale Agreements 


If a partnership interest or close-corpora- 
tion interest is to be made liquid at the 
death of a business associate, those who 
are well advised should enter into a pur- 
chase and sale agreement among the busi- 
ness associates. This purchase and sale 
agreement will provide that the surviving 
business associates will purchase from the 
estate of the deceased business associate 
his business interest. 

A contract among the business associates 
for the accomplishment of this purpose is 
only as good as the ability to carry out 
its terms. It is therefore customary to 
back the purchase and sale agreement with 
a sinking fund, usually placed in the custody 
of a trustee, to make certain that the surviv- 
ing associates will be able to perform their 
agreements under the contract. This sink- 
ing fund may take any form but frequently 
is what we may call a self-completing fund 
in the form of life insurance purchased on 
the lives of the parties to the contract. 
It may be referred to as self-completing 
because, should the need for its use arise 
before the fund can be completed by annual 
deposits, the life insurance type of fund 
completes itself. 

Where life insurance is used for this pur- 
pose, great care should be used in its 
handling. The business associates should 
cross-buy upon the lives of each other upon 
an ownership basis. That is to say, if A, 
B and C are associated in business, A and 
B should purchase the life insurance upon 
the life of C; B and C upon the life of A; 
and A and C upon the life of B. This 
avoids any question of indirect payment of 
premiums and definitely excludes the pos- 
sibility of taxation of the proceeds of the 
insurance in the estate of the deceased asso- 
ciate. The policies should be issued on an 
ownership form with the purchasers con- 
trolling all of the property rights under 
the contracts. Where a partnership exists, 
care should be used to see that the proceeds 
of insurance used to purchase the partner- 
ship interest of the deceased partner are 
paid to the deceased partner’s personal 
representative, and in no case should the 
proceeds of the insurance be paid directly 
to the widow or other heirs of the deceased 
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partner.’ Where a close corporation is con- 
cerned, the stock is frequently trusteed or 
escrowed with the trustee, along with the 
life insurance policies, so that the transfer 
of the stock to the surviving associates 
and the transfer of the proceeds of the 
sinking fund are accomplished by virtue of 
the terms of the escrow rather than by a 
purchase from the executor or admin- 
istrator of the deceased stockholder. 


The drafting of a purchase and sale 
agreement is a highly technical procedure, 
and competent counsel should be engaged 
in all cases. Counsel confronted with the 
drafting of a purchase and sale agreement 
should make adequate research if he is not 
already familiar with the problems involved. 


Where a sole proprietorship is involved, 
the owner of the business should make cer- 
tain that there will be either an orderly 
liquidation of his business by his executor 
or that the executor will be enabled to sell 
the business as a going concern or retain 
it for the management of the owner’s heirs. 
If the business is to be sold as a going con- 
cern, the proprietor may find it advan- 
tageous to his own’estate and to the interest 
of his employees if he can arrange a pur- 
chase and sale agreement with one or more 
employees and permit them to create a 
sinking fund for at least a down payment 
through purchasing insurance on his life. 
Not only does this give a predetermined 
market for the business and preserve for 
the selected employees their permanence in 
the business but it frequently gives the 
selected employees a new incentive for im- 
mediate exertion to assure the success of 
the business of which they are to become 
the eventual part owners. 


Valuation of Business Interests 


One of the difficult problems faced by 
business associates who decide to set up 
a purchase and sale agreement will be the 


valuation of the business interest. It has 
frequently been stated that a purchase and 
sale agreement will control the tax valua- 
tion of the business interest. This is by 
no means universally true, and, at best, the 
agreement will be controlling only if certain 
basic requirements are observed. In the 


1 Legallet, 
(1940). 

2 Wilson v. Bowers, 1932 CCH Standard Fed- 
eral Tax Reports { 9214, 57 F. (2d) 682 (CCA-2); 
Lamb v. Sugden, 82 F. (2d) 166 (CCA-2, 1936): 
Matthews, CCH Dec. 13,822, 3 TC 525 (1944). 

3’ Hoffman, CCH Dec. 13,638, 2 TC 1160 (1943): 
Armstrong Estate v. Commissioner, 45-1 vustc 
f 10,162, 146 F. (2d) 457 (CCA-7). 
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first place, the agreement must control the 
price of the stock, at least by option, during 
the lives of the business associates as well 
as at the death of one of them.*? The 
agreement must be an arm’s-length agree- 
ment, especially where the surviving mem- 
bers of the group are objects of the natural 
bounty of the deceased member of the 
group.* Finally, there must be a reasonable 
valuation of the business interest. A low 
valuation for the primary purpose of a tax 
advantage is dangerous. Even though the 
case may be close and may be won if taken 
to litigation, the cost of litigation may be 
as disastrous to the estate as would be the 
payment of the tax. 

While it has generally been assumed that 
a valuation in an agreement arrived at by 
arm’s-length dealing will probably be bind- 
ing upon the Commissioner and has ap- 
peared to be so binding in the past, there 
is a good deal of question as to whether 
this may be so in the future. Students of 
taxation have become concerned over 
whether the courts will sustain indefinitely 
the proposition that a private agreement 
among individual taxpayers can operate to 
restrict the Commissioner from assessing 
an estate tax upon the actual value where 
such value differs from the value deter- 
mined in the agreement. In determining 
purchase and sale values, therefore, busi- 
ness associates should be guided less by tax 
considerations than by a fair determination 
of values as between themselves. If this 
approach is adopted, the values arrived at 
are more likely to be those values which 
will be accepted by the Commissioner. 


Limitations of space preclude more than 
a cursory survey of the principles involved 
in arriving at a valuation for tax purposes. 
The Internal Revenue Code provides that 
in determining the gross estate, the “value” 
of the property interest shall be included 
therein,©” and the Regulations have con- 
strued this as the “fair market value” of 
the property,® which is defined generally 
as “the price at which the property would 
change hands between a willing buyer and 
a willing seller, neither being under any 
compulsion to buy or to sell.” 


While it has been held* that under an 
option contract giving the stockholders 


4Code Section 811; Regulations 105, Section 
81.10 (a); Gamble v. Commissioner, 39-1 ustc 
7 9300, 101 F. (2d) 565 (CCA-6), cert. den. 306 
U. S. 664; Sloane, CCH Dec. 13,986(M), 3 TCM 
555 (1944). 

5 Code Section 811. 

® Regulations 105, Section 81.10 (a). 

7 Wilson v. Bowers, footnote 2. 
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preference right to purchase stock at a 
specified price on the owner’s sale or death, 
the option price must be deemed the value 
of the stock for inheritance taxation, under 
the Revenue Act of 1918, and while it has 
been held® that an enforceable agreement 
by which stock passed for less than the 
market value was binding upon the Com- 
missioner, caution should be observed in 
too complete reliance upon those cases in 
the future. There would appear to be ade- 
quate grounds for suspecting that these 
cases may not hold under all circumstances. 


For instance, a case decided by the Su- 
preme Court of New Jersey in February, 
1950,° while controlling in New Jersey only 
and only with reference to that state’s 
inheritance tax act, may prove to have a 
significance beyond that jurisdiction as 
tending to point a trend in judicial think- 
ing. It was there held that the transfer of 
stock under a stock-purchase agreement, 
which had increased in value, was subject 
to inheritance tax to the extent that the fair 
market value of the stock, at the time of dece- 
dent’s death, exceeded the contract price. 


The facts were these: In 1937, two 
brothers, each of whom owned forty-eight 
per cent of the stock, contracted with the 
corporation to buy, within thirty days of 
the death of either stockholder, one half 
of his stock for $25,000. The agreed price 
at the time the contract was signed was 
more than adequate, but by the time the 
first brother died, ten years later, one half 
of his stock was worth $100,000 as valued 
by the Tax Bureau. The bureau assessed a 
transfer tax on the excess against the cor- 
poration on the theory that under the trans- 
fer tax statute, a transfer that is intended 
to take effect at death is regarded as if it 
were a substitute for a testamentary dis- 
position and is taxable unless the decedent 
or his estate receives a consideration of 
actual financial value and in such amount 
that the transferor’s eState is not substan- 
tially diminished. 

The ruling of the bureau was appealed, 
and the Superior Court of New Jersey, Ap- 
pellate Division, sustained the ruling. 

This is not a new thought in judicial 
interpretation. In 1931, the Board of Tax 
Appeals held that ® the prices agreed upon 
by the stockholders of a corporation under 


an agreement that they would first offer 
the stock to each other did not bind the 
government with respect to the question of 
determining the value of the shares for 
purposes of federal estate tax. The Board 
said: “Although the parties can restrict the 
sale price of the stock as between them- 
selves, they cannot, by such a contract, restrict 
the right of the Government to collect taxes 
upon the actual value of the stock.” 

While subsequent to this early Board 
case there have come down the decisions 
in the 1932 Wilson case and the 1936 Lamb 
case, it would be unwise to assume that 
this theory of the right to tax at market 
value, irrespective of private agreements 
between business-interest owners, is dead 
for all time.” 


While the Wilson and Lamb cases are 
undoubtedly controlling at the present time 
and while there is no desire to labor the 
doubts expressed with reference to the per- 
manence of these decisions, it seems desir- 
able to emphasize caution in view of the 
prevalence of loose advice regarding the 


binding effect upon tax values of purchase 
and sale agreements. 


Special Circumstances in Valuing 
Business Interests 


In determining the value of a business 
interest for the purpose of assessing estate 
taxes, the courts have not hesitated to sup- 
port the Commissioner or, in some instances, 
the taxpayer in giving proper weight to 
peculiar circumstances in individual situations. 

Space restricts us to a limited discussion 
of these special circumstances but, where 
they exist in a business situation, due con- 
sideration to their possible influence should 
be given. 

(1) Where the value of corporate assets 
is a better indication of corporate worth 
than is a record of past earnings and a 
forecast of future earnings; this may be 
taken as the controlling factor.” 


(2) If the earning power and dividend- 
paying capacity of the corporation is sub- 
ject to special influences, these may be 
taken into consideration in valuing the 
stock.” However, the influence of earnings 





8’ Lamb v. Sugden, footnote 2. 

® Schroeder v. Zink, 71 Atl. (2d) 321 (N. J. 
S. Ct., 1950). 

” City Bank of Commerce Trust Company, 
23 BTA 663 (1931). 


11See the supplement to Paul, Federal 
Estate and Gift Taxation (1946). 


Deceased Business Associate 


12 Hessian, CCH Dec. 14,198(M), 3 TCM 1114 
(1944). 

13 Weber v. Rasquin, 39-1 ustc { 9238, 101 F. 
(2d) 62 (CCA-2); Nathan, CCH Dec. 15,290(M), 
5 TCM 604 (1946), aff’d 48-1 ustc 7 10,605, 166 
F. (2d) 422 (CCA-9). 
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and of future prospects is a strong factor 
in valuation.™* 


(3) A valuation arrived at by an arti- 
ficial computation in violation of the stand- 
ards set by the Code and the Regulations 
probably will not be sustained.” 


(4) If a valuation of stock in a close 
corporation can best be determined by com- 
parison with similar companies, the value 
of whose stock is either known or more 
easily determined, this may become the con- 
trolling influence in arriving at a valuation.” 


(5) An arm’s-length agreement upon a 
sale price for close corporation stock may 
not prove controlling where the price is 
determined by considerations outside a 
normal buy-and-sell situation.” 


(6) There may be no taxable good will 
in a partnership interest. Ifa purchase and 
sale agreement vests good will in the surviv- 
ing partners, none is taxable in the estate 
of the deceased partner.” There may be 
no good will because the success of the 
business is so closely tied in with the per- 
sonality, contacts or personal services of the 
deceased partner.” Where the Commis- 
sioner feels that good will does exist, a 
formula for determining its value has some- 
times been used.” 

(7) Under certain circumstances, good 
will can be an important factor in the valu- 
ation of stock in a close corporation.” 

(8) A well-known trade name can have 
a substantial taxable value.” 


Future Planning 


In summarization, we can make the fol- 
lowing general statements: 


The decease of a business associate in 
a partnership or close corporation or of a 
sole proprietor will usually create a double 
problem, one for the business entity and 
one for the family of the deceased asso- 
ciate. The problem in each instance will 
be financial in character and will center 
around lack of liquidity. To forestall the 
occurrence of these problems, adequate 
forward planning should be made. Com- 
petent tax counsel and accounting counsel 
should be sought, and usually the services 
of a competent advanced-life underwriter 
will be required as part of the team. Fre- 
quently, an additional member of the plan- 
ning team should be a trust officer familiar 
with the administrative aspects of purchase 
and sale agreements. 


The basic objective of future planning 
should not be to influence the valuation of 
a business interest, although the future 
planning may have a material effect upon 
such valuation. This result is most likely 
to be attained, however, if the primary 
object of the planning is to arrive at a 
fair valuation upon which the business may 
be purchased and sold as between the busi- 
ness associates or between a sole proprietor 
and his employees, 


The procedure leading to the most dif- 
ficulty, in some cases approaching the pro- 
portions of disaster, is for the business 
associates or the sole proprietor to take 
no action but to allow the forces of unfore- 
seen circumstances to take their sometimes 
devastating effect upon the business interest 
and the estate at the death of a business 
associate or sole proprietor. [The End] 


The chief purpose of Uncle Sam's credit controls is to 
take the wind out of a lot of people's sales.—Pathfinder. 


44 Vandenhoeck, CCH Dec. 14,150, 4 TC 125 
(1944); Cotton, CCH Dec. 15,293(M), 5 TCM 618 
(1946), aff'd 48-1 ustc § 10,611, 165 F. (2d) 987 
(CCA-9); Forbes v. Hassett, 42-1 ustc J 10,127, 
124 F. (2d) 925 (CCA-1). 

6% Laird v. Commissioner, 
85 F. (2d) 598 (CCA-3). 

16 Cochran, CCH Dec. 16,431(M), 7 TCM 325 
(1948); Cherry, CCH Dec. 15,235(M), 5 TCM 495 
(1946). 

11412 West Sixth Company, CCH Dec. 15,197, 
7 TC 26 (1946). 

18 Blodgett, CCH Dec. 5805, 18 BTA 1050 (1930). 

1” MacDonald, CCH Dec. 13,898, 3 TC 720 
(1944). 

2 USHCO Manufacturing Company v. Com- 
missioner, 45-2 ustc { 9434, 151 F. (2d) 821 
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36-2 ustc { 9455, 


(CCA-2). For an excellent discussion of the 
valuation of good will, see Armstrong, ‘Tax 
Valuation of Goodwill,’’ 1951 Major Tax Prob- 
lems, Proceedings of the Tax Institute, Univer- 
sity of Southern California School of Law 
(Albany, Matthew Bender & Company, Inc., 
1951). Toledo Newspaper Company, CCH Dec. 
13,512, 2 TC 794 (1943); Shunk, CCH Dec. 16,253, 
10 TC 293 (1948), aff’d 49-1 ustc {| 9232, 173 F. 
(2d) 747 (CA-6). 

1 Parker, CCH Dec. 14,537(M), 
(1944). 

22 Rainier Brewing Company, CCH Dec. 15,228, 
7 TC 162 (1946), aff'd 48-1 ustc { 9134, 165 F. 
(2d) 217 (CCA-9), rehearing den. 48-1 ustc { 9184, 
166 F. (2d) 324 (CCA-9); Whitman and Sons, 
Inc., CCH Dec. 16,243, 10 TC 264 (1948). 
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The Estate's 


Income Tax 


By ARTHUR M. SCHNECK 


A REVIEW, BY A NEW YORK CITY ATTORNEY AND 
CERTIFIED PUBLIC ACCOUNTANT, OF WHAT TO 


DO WHEN A DECEDENT’S RETURN 


1‘ ESTATE of a deceased person is 
considered, for most legal purposes, to 
be merely the representative of the deceased 
for the purpose of settling his affairs and 
distributing his assets. The estate itself has 
none of the attributes of independent exist- 
ence in law. It must act through someone 
having substance within the contemplation 
of the law—the executor or administrator. 


The Internal Revenue Code, however, 
provides for the taxation of estates of 
deceased persons, as such, during the period 
of administration or settlement of the estate. 
The tax law is thus unique in regarding 
the estate as a separate and distinct tax- 
able entity. 


This distinctive treatment of estates for 
tax purposes has been adopted in order to 
subject to taxation income earned during 
the interim between the decedent’s death 
and the time when the income from his 
property becomes taxable to his benefici- 
aries. During this period, the estate reports 
all income received by it and is allowed a 
deduction for income which is distributed 
or distributable to beneficiaries. All income 
received during the period of administra- 
tion is thereby taxed, either to the estate 
or to the. beneficiaries. 


Period of Administration 


The period of administration begins, of 
course, at the death of the decedent, even 
a Regulations 111, Section 29.162-1(c). 

2 Chick, CCH Dec. 15,527, 7 TC 1414, 48-1 ustc 
§ 9192, 166 F. (2d) 337 (CCA-1), cert. den. 334 
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IS REQUIRED 


though the fiduciary is not appointed until 
some time later. A problem is often posed, 
however, in determining when the adminis- 
tration is complete. 

The Regulations provide that: 


“The period of administration or settle- 
ment of an estate is the period required by 
the executor or administrator to perform 
the ordinary duties pertaining to adminis- 
tration, in particular the collection of assets 
and the payment of debts and legacies. It 
is the time actually required for this pur- 
pose, whether longer or shorter than the 
period specified for the settlement of estates. 
If an executor, who is also named as trus- 
tee, fails to obtain his discharge as execu- 
tor, the period of administration continues 
up to the time when the duties of administra- 
tion are complete and he actually assumes his 
duties as trustee, whether pursuant to an 
order of the court or not.’ 


The normal period of administration, as 
emphasized by the courts and the Regula- 
tions, is the time required to collect the 
assets and pay the debts of the estate. An 
administration running beyond this point is 
subject to close scrutiny. 


The process of administration cannot be 
unduly prolonged by the independent de- 
termination of the fiduciary acting without 
a court order.” There must be reasonable 
grounds relating to the settlement of the 
estate for protracting the administration. 
Where such adequate reasons do not exist 


U. S. 845; Caratan, CCH Dec. 17,653, 14 TC 934 
(1950). 
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the separate taxable entity of the estate is 
ended and the income is taxed as if the 
estate had terminated at the proper time.’ 


Income of the Estate 


The income of an estate is computed for 
tax purposes in much the same manner as 
the income of an individual. Generally, that 
which is taxable to an individual is taxable 
to an estate, and an estate may deduct that 
which is deductible for an individual. How- 
ever, certain problems have arisen from 
the estate’s function as representative of a 
decedent for the purpose of settling his 
affairs. These factors, in arriving at the 
income of an estate, warrant more detailed 
analysis. 


Property Received on Death of Decedent 
—Transfers——The estate realizes no taxable 
income upon the passage of property to it 
from the decedent. It is immaterial that 


the property is worth more or less at the . 


time of transfer to the estate than its cost 
to the decedent.‘ 


This tax-free transfer to the estate has 
the result of permitting any appreciation 
in the value of the decedent’s property be- 
tween the time of acquisition and his death 
to escape income taxation. Since the basis 
of property acquired from a decedent is its 
fair market value at-the time of its acqui- 
sition (or at the optional valuation date 
provided in Section 811 (j)), appreciated 
property has a “stepped-up” basis in the 
hands of the estate.® Upon the subsequent 
disposition of the property by the estate, 
gain or loss is measured by the difference 





3 Alston, CCH Dec. 15,653, 8 TC 525 (1947); 
Hirsch, CCH Dec. 16,124, 9 TC 896 (1948). In 
the recent case of Farrier, CCH Dec. 17,846, 15 
TC 277 (1950), the executor sought to continue 
the administration of the estate for the purpose 
of establishing a sound credit rating for a 
business owned by the estate so as to facilitate 
its sale. The court rejected this argument, since 
the sale was not required under the will. It 
found that in the absence of a probate court 
order authorizing the continuance of the ad- 
ministration, it was completed when the dece- 
dent’s debts were paid, the other duties of 
administration were completed and no reason 
relating to the settlement of the estate remained 
to prevent the distribution of the estate’s assets. 

However, in Ryan, CCH Dec. 17,824, 15 TC 
209 (1950), the estate was allowed to remain 
as a separate taxable entity even though ad- 
ministration was not commenced until approxi- 
mately twenty years after the decedent’s death. 
It was found that the delay in administration 
was not deliberate, and it was begun as soon as 
the taxpayer, who was a nonresident, came to 
this country. During no portion of this period 
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between the basis of the estate (the “stepped- 
up” value) and the sales price.® 


Conversely, declines in the value of prop- 
erty occurring before death give rise to no 
income tax benefit but merely serve to 
reduce the basis of the property and its 
valuation for estate tax purposes. 


Real Estate—The laws of most states pro- 
vide that title to real estate belonging to a 
decedent passes directly to the heirs or 
devisees, subject to the right of the execu- 
tor of the estate to sell it to pay the debts 
of the decedent, administration expenses 
or cash legacies. Where title thus vests 
immediately in the distributees, under the 
applicable local law, they, and not the 
estate, are taxed upon the income from 
the real property’ and upon the profits from 
sales made by themselves or by the fidu- 
ciary acting as their agent.® 


It is only where the estate has the benefit 
of the income from the property or where the 
property is sold for estate purposes that the 
estate is taxed upon the income or the gains.° 


Distribution of Property in Payment of 
Legacy.—The transfer to a legatee of prop- 
erty specifically bequeathed to him has no 
taxable consequences. The estate is merely 
turning ovér to the equitable owner prop- 
erty transmitted to him by the decedent. 


Where the legacy is one of a specified 
sum of cash (a general or demonstrative 
legacy) and the beneficiary agrees to accept 
property in satisfaction of the bequest, a 
different result may be reached. The case 
of Suisman v. Eaton” has established the rule 
that such transfer constitutes a sale or other 
disposition of the property within the con- 


was the taxpayer in control of the income of 
the estate. 


* Footnote 1. 
5 Code Section 113(a) (5). 


° Brewster v. Gage, 2 ustc § 451, 280 U. S. 
327 (1930). 


7 Guaranty Trust Company of New York, CCH 
Dec. 8499, 30 BTA 314 (1934); A. R. M. 151, 
I-1 CB 214 (1922). 


8 Regulations 111, Section 29.162-1(c); Weber 
v. Commissioner, 40-1 ustc { 9466, 111 F. (2d) 
766 (CCA-2), rev’g CCH Dec. 10.804, 40 BTA 
486 (1939): Radin v. Commissioner, 1929 CCH 
Standard Federal Tax Reports § D-9166, 33 F. 
(2d) 39 (CCA-S), rev’g in part CCH Dec. 2996, 
8 BTA 1077 (1927). 

® Cohen, CCH Dec. 15,709, 8 TC 784 (1947): 
Lehigh Valley Trust Company, CCH Dec. 9401. 
34 BTA 528 (1936); Strecker, CCH Dec. 2117, 
6 BTA 19 (1927); I. T. 1267, I-1 CB 212 (1922). 

10 36-2 ustc J 9443, 15 F. Supp. 113 (DCN. Y.). 
aff'd 83 F. (2d) 1019 (CCA-2), cert. den. 299 
U. S. 573, rehearing den. 299 U. S. 621. 
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templation of Section 111 (a)." The estate 
therefore realizes taxable gain or loss 
measured by the difference between the 
basis of the assets in its hands and their 
value at the time of distribution in satisfac- 
tion of the legacy. 


The Suisman rule was applied to a situa- 
tion where the executors had the option of 
paying a legacy either in cash or in securi- 
ties. Their election to make part payment 
in securities resulted in the estate being 
taxed upon the increment in value from 
the date of the acquisition to the time of 
disposition.” 


It is to be noted that in both these cases, 
as in the more recent Brinkerhoff case,” the 
reasoning supporting the taxation of the 
estate was that in transferring property 
having an equivalent value to the legatees, 
the estate was satisfying a fixed or deter- 
minable obligation which was, in effect, a 
charge upon it. This transference of prop- 
erty in settlement of a money demand 
against the estate was a sale or other dis- 
position of the property within the purview 
of Section 111 (a). 


The same factors are not present where 


distributions in kind are made to residuary 
legatees. Such distributions occur only where 
the residuary legatees agree among them- 
selves as to the assets to be accepted by 
each in lieu of his proportionate share in the 
estate. It is, for all practical purposes, a 
division of the “pot” by the residuary lega- 
tees. It does not have the effect of sub- 
stituting the transfer of property with a 
lower basis for the payment of a liability 
to pay a fixed sum of money. The estate 
realizes no benefit, since its obligation to 
transfer all its remaining assets to the resid- 
uary legatees is in no wise affected. 


Income in Respect of Decedents—Sec- 
tion 126—General Discussion —Section 42 (a), 
as it read prior to amendment in 1942, provided 
that “In the case of the death of a taxpayer 
there shall be included in computing net income 
for the taxable period in which falls the date 
of his death, amounts accrued up to the date 
of death, if not otherwise properly includible 
in respect of such period or of a prior 
period.” This provision often resulted in 
the reporting in one period of income which 
was received over a period of years. The 


11‘‘Computation of Gain or Loss.—The gain 
from the sale or other disposition of property 
shall be the excess of the amount realized 
therefrom over the adjusted basis provided in 
section 113(b) for determining gain, and the 
loss shall be the excess of the adjusted basis 
provided in such section for determining loss 
over the amount realized.’’ 
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inequity of the situation was recognized 
and remedied by the Revenue Act of 1942 
which amended Sections 42 and 43 and 
enacted Section 126. 


Section 126 (a) provides that all the in- 
come “in respect of a decedent” which is 
not properly included in his final return, 
prepared on his regular basis, is to be 
included, when received, in the income of 
the estate or other persons having the right 
to receive such income. If such right to 
receive income is sold or otherwise dis- 
posed of by the estate or other persons 
possessing it, the vendor is to include in 
income the value of the right at the time 
of the transfer plus the excess, if any, by 


which the sales price exceeds the value at 
that time. 


A deduction is allowed to the estate or to 
the person acquiring property subject to 
obligation from the decedent for amounts 
paid for expenses (as defined in Section 23 
(a)), interest and taxes, as well as for 
depletion of the property of the decedent.™* 
A further deduction is allowed for the estate 
tax attributable to the inclusion in the gross 
estate of the net value of items required 
to be taken into consideration under Sec- 
tions 1126 (a) and (b).” 


What Constitutes Income in Respect of 
Decedents—Section 126 (a) is applicable 
only to items of gross income in respect 
to a decedent. It is those items of income 
which would have been formerly accrued 
on the decedent’s final return that are con- 
sidered as income in respect to a decedent. 
The most frequently encountered form of 
this type of income is the accrued income 
of a cash-basis taxpayer. To cite a com- 
monly used example, under the law as it 
stood prior to the 1942 amendments, the 
earned but unpaid salary of a cash-basis 
decedent would have been accrued on his 
last return. The present law does not re- 
quire such an accrual, but rather taxes the 
salary to the estate when received. 


It should be emphasized that for income 
to fall within the scope of Section 126, it 
must be earned before the taxpayer’s death. 
If it is earned after the death of the tax- 
payer, it is not “income in respect of a 
decedent,” within the meaning of Section 
126. Thus where a bonus for services ren- 


12 Kenan, Jr. v. Commissioner, 40-2 ustc {| 9635, 
114 F. (2d) 217 (CCA-2). 

13 Commissioner v. Brinkerhoff, 48-1  vustc 
7 9296, 168 F. (2d) 436 (CCA-2), aff'g CCH Dec. 
15,785, 8 TC 1045 (1947). 

14 Code Section 126(b). 

% Code Section 126(c). 


dered was earned by the decedent but was 
not awarded and paid until after death, the 
bonus was considered as income to the 
estate under Section 126.% On the other 
hand, where a dividend was declared before 
death but was payable to stockholders of 
record on a date after death, it was held 
that Section 126 was inapplicable, since the 
mere declaration of a dividend did not 
result in an accruable right being vested in 
the stockholder.” 


It follows, therefore, that Section 126 
cannot be invoked where an uncollectible 
claim of the decedent is later recovered or 
a greater amount is realized on a receivable 
belonging to the decedent than the valua- 
tion for estate tax purposes.” 


Treatment of Section 126 Income—The 
right to income coming under Section 126 
(a) is considered to have the same charac- 
ter, for tax purposes, in the hands of the 
estate or person entitled to it as it would 
have had in the hands of the decedent if 
he had lived and received the income.” 
Where the income would have been entitled 
to the benefit of the relief provisions of 
Section 107 (relating to long-term compen- 
sation) had it been received by the dece- 
dent, the estate or beneficiary receiving the 
income would be entitled to the same 
benefits. Likewise, where the income would 
have been a capital gain or tax exempt to 
the decedent, it retains that character for 
the recipient. 


Partnership Settlements —It is a common 
practice among partnerships to agree that 
upon the death of a partner his interest is 
to pass to the survivors in consideration of 
payments to be made to the estate. To the 
extent that these payments represent the 
decedent’s share of previous income in con- 
nection with the partnership’s unfinished 
business and to the extent that they have 
not been previously reported as income by 
the decedent, they constitute income to the 
estate. The portion of the payments represent- 
ing the increase in value of the partnership as- 
sets is not considered to be recognizable gain.” 


Deductions of the Estate—Administration 
Expenses—Section 23 (a) (2) permits a 
taxpayer to deduct “all the ordinary and 
necessary expenses paid or incurred during 


16 O’Daniel, CCH Dec. 16,343, 10 TC 631, 
aff’d 49-1 ustc { 9235, 173 F. (2d) 966 (CA-2). 

17 Putnam Estate v. Commissioner, 45-1 ustc 
1 9234, 324 U. S. 393. 

18 Archer, CCH Dec. 12,570, 47 BTA 228 (1942). 

19 Code Section 126(a) (3). 

2 Regulations 111, Section 29.126-1. 

21 Regulations 111, Section 29.23(a)-15. 

22 Regulations 111, Section 29.162-1. 
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the taxable year for the production or col- 
lection of income, or for the management, 
conservation, or maintenance of property 
held for the production of income.” This 
section has been interpreted to permit an 
estate to deduct reasonable amounts paid 
or incurred on account of administration 
expenses, including fiduciaries’ fees and ex- 
penses of litigation.” 


Since these expenses are also allowed as 
deductions in computing the federal estate 
tax, provision has been made to prevent a 
double deduction. Before the deduction is 
permitted for income tax purposes, a state- 
ment in duplicate must be attached to the 
return stating that the items have not been 
claimed or allowed as deductions from the 
gross estate and waiving any right to have 
them so allowed.” 


An estate that is carrying on a business 
is entitled, of course, to deduct all ordinary 
and necessary business expenses. 


Charitable Contributions —The estate may 
deduct any part of its gross income, without 
limitation, which, pursuant to the terms of 
the will, is paid or permanently set aside 
for charitable, scientific, religious, educa- 
tional or other similar organizations, re- 
gardless of whether they are domestic or 
foreign, incorporated or unincorporated.” 
If payments to such organizations are made 
in accordance with provisions made there- 
for in the will, the fifteen per cent limita- 
tion effective for individuals does not apply.” 


This has been qualified somewhat by the 
Supreme Court in the Benedict case.* The 
will of the testator provided that ‘forty-five 
per cent of the net income of a testamentary 
trust was to go to a stipulated charity. 
During the year in question the trust had 
considerable, long-term capital gains, of which 
only fifty per cent was taken into account 
in computing income under Section 117 (b). 


The question arose as to whether the 
trust was entitled to a deduction for chari- 
table contributions of forty-five per cent of 
the gross amount of the gain, which had 
been permanently set aside, or of only 
forty-five per cent of the one half of the 
capital gain which had been reported in 
income. The Supreme Court found for the 
latter view, upholding the Commissioner’s 


23 Code Section 162(a). 

**The amendments to Section 162 contained 
in the Revenue Act of 1950, which limit the 
deduction for charitable contributions under 
certain circumstances apply to trusts only and 
not to estates. 

2%U. S. v. Benedict, 


50-1 utsc { 9179, 338 
U. S. 692. 
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contention, and ruled that only the portion 
of the gain taken into consideration in com- 
puting net income was to be treated as gross 
income for the purpose of Section 162 (a). 


Net Operating Losses—Where the estate 
is engaged in business it is entitled to the 
benefits of the deduction for net operating 
losses permitted by Section 122.% However, 
because of the estate’s separate entity it 
cannot claim the net operating loss of the 
decedent,” nor can the beneficiaries use 
the carry-over or carry-back of the estate.” 


Distributions to Beneficiaries 


As we have seen, the system of taxation 
of estates is designed to tax all income 
received during the period of administra- 
tion to those receiving the benefit of such 
income. This purpose is realized by taxing 
the fiduciary with the income retained by it 
and charging the ‘beneficiaries with liability 
for the tax on income distributed or dis- 
tributable to them. The estate includes in 
its gross income all amounts received by it 
and deducts distributions made to benefi- 
ciaries or to which they are entitled. They 
report these amounts as their income. 


These rules as set forth in the Code” 
and the accompanying Regulations™ gov- 
ern both trusts, inter-vivos as well as testa- 
mentary, and estates. It is not within the 
scope of this article to undertake a com- 
prehensive analysis of the intricate workings 
of these provisions, many aspects of which 
bear on problems associated primarily with 
trusts. Rather, the discussion will be lim- 
ited to such phases as have particular rele- 
vance to estates of decedents. 


Income Which Is Subject to Distribution 
—General Discussion—The beneficiaries are 
subject to tax on their portion of the dis- 
tributable income of the estate as allocated 
to them by Section 162. It is necessary, 


therefore, to determine the amount of such 
distributable income in order to fix the 


26 Code Section 170. 

= New Colonial Ice Company v. Helvering, 4 
ustc ff 1292, 292 U. S. 435 (1934); Russell, CCH 
Dec. 9430, 34 BTA 715 (1936). 

3 Brigham v. U. S8., 41-1 ustc { 9457, 38 F. 
Supp. 625 (DC Mass.); Balkwill, CCH Dec. 
7524, 25 BTA 1147 (1932), aff'd 35-1 ustc { 9368, 
77 F. (2d) 569 (CCA-6), cert. den. 296 U. S. 609. 

29 Code Sections 162(b), (c), (d). 

% Regulations 111, Section 29.162-2. 

31 Mertens, Law of Federal Income Taxation, 
Vol. 6, p. 320. 

32 Freuler v. Helvering, 4 ustc § 1213, 291 U. S. 
35 (1934); Baltzell v. Mitchell, 1 ustc {§ 110, 
3 F. (2d) 428 (CCA-1, 1925), cert. den. 268 
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respective taxable incomes of the estate and 
beneficiaries. 


Unfortunately, there is no set formula 
for computing the amount of income, nor 
is the concept of what income consists of 
quite clear. Mertens expresses the problem 
rather succinctly as follows: 


“As to what, generally, constitutes ‘income’ 
as contrasted with ‘corpus’, the regulations 
come up with a bastardization leaving much 
to be desired, the statute itself being no 
clearer in the matter. It does not expressly 
disregard quirks and variances in state law 
or absurdities in trust instruments as to 
what shall constitute ‘income’ and what 
‘corpus’. It does not say, in dealing with 
distributions out of ‘other than income’, 
what the ‘other than income’ is that Con- 
gress had in mind. By sins of both com- 
mission and omission it leaves a considerable 
range of controversy... .”™ 


In a broad, general way, income is ar- 
rived at by computing the income available 
for distribution under the will or the con- 
trolling state law. From this amount is 
eliminated items which are not includible 
in the taxable income of an individual.” 


Income which is subject to distribution 
must be distinguished from “net taxable 
income.” The two terms are by no means 
identical. This is recognized by the Regu- 
lations in the discussion of Section 162 (d) 
(1) relating to the allocation of income 
among annuitants. It states that “income 

may exceed net income .. . in 
cases where items which are deductible for 
Federal income tax purposes are, by the 
terms of the trust instrument or State law, 
not to be used to reduce income available for 
distribution but to be allocated to corpus.” ™ 


Capital Gains and Losses—No phase of 
the taxation of estates and trusts has been 
as productive of litigation and controversy 
as the treatment of capital gains and losses. 
The question presented is whether or not 
capital gains and losses are to be considered 








U. S. 690. In First National Bank of Atlanta 
v. Allen, 49-2 ustc { 9473, 86 F. Supp. 918 
(DC Ga.), the court found that the Georgia law 
was controlling and held that income earned 
by property used for the payment of debts, 
taxes, cost of administration and special be- 
quests became part of the corpus of the estate. 

However, in Boston Safe Deposit & Trust 
Company v. U. 8., 48-1 ustc § 9127, 75 F. Supp. 
884 (DC Mass.), the court held that it was not 
bound by state law in determining whether a 
certain item was income or corpus for tax 
purposes. 

33 Regulations 111, Section 29.162-2(a). 





























in computing the amount of income dis- 
tributable to beneficiaries. 


The general rule that has been developed 
is that the intention of the testator as ex- 
pressed in the will governs or, failing any 
indication in the will, the law of the state 
having jurisdiction controls.“ The intention 
of the testator that capital gains or losses 
be considered as corpus or as income need 
not be expressed in exact terms. The courts 
will determine his intent from the general 
tenor of the instrument. The testator’s 
manifest desire that the principal of the 
trust fund be maintained intact has resulted 
in holdings that capital gains or losses were 
corpus and not income.” 


Income Which Is Distributed or Distrib- 
utable—Income Which Is to Be Distributed 
Currently—Section 162 (b) authorizes a 
deduction in computing taxable income of 
the amount of such income which, within 
the taxable year, becomes payable to the 
legatee, heir or beneficiary. 


This income is considered to be: 


“Income to which the legatee, heir, or 
beneficiary has a present right, whether or 
not such income is actually paid. Such right 
may be derived from the directions in the 
trust instrument or will to make distribu- 
tions o€ income at a certain date, or from 
the exercise of the fiduciary’s discretion to 
distribute income, or from a_ recognized 
present right under the local law to obtain 
income or compel a distribution of income. 
Income is not considered to become payable 
within a taxable year where during the 
entire taxable year there is only a future 
right to such income.” * 


It is seldom, however, that the income 
of an estate is required to be distributed 
currently. The more common provisions of 
state law and wills provide for the accumu- 
lation of income until the termination of the 
period of administration, for its distribution 
at the discretion of the courts or: for its 


34 Simon v. Hoey, 49-1 ustc { 9283, 88 F. Supp. 
754 (DC N. Y.), aff'd 50-1 ustc {§ 9157, 180 F. 
(2d) 354 (CA-2), cert. den. 339 U. S. 966 (1950): 
Case, CCH Dec. 15,609, 8 TC 343 (1947); Frazer 
v. Driscoll, 42-2 ustc { 9658. 46 F. Supp. 838 
(DC Pa.); Harwood, CCH Dec. 14,029, 3 TC 
1109 (1944); Judson v. U. S., 36-2 ustc § 9317, 
15 F. Supp. 62 (Ct. Cls.). Cf. Carlisle v. Commis- 
sioner, 48-1 ustc { 9171, 165 F. (2d) 645 (CCA-6), 
aff’'g CCH Dec. 15,675, 8 TC 563 (1947). But see 
Kennedy, ‘‘Recent Developments in the Taxation 
of Estates and Trusts,’’ TAxES—The Tax Maga- 
zine, December, 1949, pp. 1118, 1120, for criti- 
cism of Carlisle case. 

An examination of the development and status 
of the treatment of capital gains and losses, 
together with an analysis of the effects of the 
1942 amendments to Section 162(b), may be 
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payment to beneficiaries in the discretion 
of the executor or administrator, subject 
to the approval of the courts. 


Usually, the one occasion upon which the 
income for the current year of the estate 
becomes payable to the beneficiaries is the 
year of final settlement. Upon such dis- 
tribution the beneficiaries are taxable on 
the sums received by them to the extent 
provided in Section 162. 


Income Which Is Properly Paid or Cred- 
ited—The estate may claim a deduction for 
the amount of its income for the taxable 
year which is properly paid or credited 
during the taxable year to any legatee, heir 
or beneficiary, including testamentary trusts.” 


As was stated above, it is not customary 
for there to be provision for mandatory 
distribution of income received during the 
administration of an estate. However, dis- 
tributions are often made in the discretion 
of the fiduciary. 


Whether such distributions are “properly” 
made is ascertained by reference to the 
will and state law. Where the will contains 
directions as to the treatment of income 
earned during administration, it is con- 
trolling. In the absence of any stipulation 
in the will, the local law governs. It has 
been held that income was “properly paid 
or credited” where the actions of the execu- 
tors were approved by the courts.” 


The crediting of the income to the ac- 
count of the beneficiaries must be irrevo- 
cable and place the income subject to their 
demand. A mere “mental crediting” is not 
sufficient.” As was stated in Commissioner 
v. Stearns," “The income must so defini- 
tively be allocated to the legatees as to be 
beyond recall: ‘credit’ for practical purposes 
is the equivalent of ‘payment’.” ® _ 


Distribution of Income of a Prior Year.— 
A partial distribution of the income of an 
estate made during administration or the 
final payment of the accumulated income 


found in Murphy, ‘‘Fiduciary Gains and Losses 
—An Income Tax Chameleon,”’ 6 Tax Law Re- 
view 85 (November, 1950). 

3% Bisbee v. Fahs, 49-1 ustc { 9139, 80 F. Supp. 
929 (DC Fla.); Alexander, CCH Dec. 9812, 36 
BTA 929 (1936). 

% Regulations 111, Section 29.162-2(b). 

317 Code Section 162(c). 

38 Simon v. Hoey, footnote 34. 

39 Igoe, CCH Dec. 15,062, 6 TC 639 (1946); 
Commissioner v. Crawford’s Estate, 44-1 ustc 
{ 9110, 139 F. (2d) 616 (CCA-3). 

40 Cohen, footnote 9. 

413 ustc § 1098, 65 F. (2d) 371 (CCA-2, 1933), 
cert. den. 290 U. S. 670. 

42 Also see Lynchburg Savings Bank & Trust 
Company v. Commissioner, 4 ustc { 1207, 68 F. 
(2d) 356 (CCA-4, 1934), cert. den. 292 U. S. 640. 
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at the close of administration usually in- 
cludes amounts earned in prior years. Be- 
fore 1942, this income, having been taxed 
to the estate, was not thereafter taxable 
to the legatees upon distribution. The fidu- 
ciary of an estate whose beneficiaries were 
in high tax brackets could effect tax savings 
to them by accumulating income and pay- 
ing it in subsequent years. 


In order to curb this, Section 162 (d) (2) 
was added to the Code in 1942. Section 
162 (d) (2) provides that if income becomes 
payable on a date more than sixty-five days 
after the beginning of a taxable year, the 
amount of such income shall be considered 
income of the estate or trust which is paid, 
credited or to be distributed for its taxable 
year to the extent of the income for that 
period. If the period is one of more than 
twelve months, it is considered to be income 
for the last twelve months of the period. 


In the absence of proof that any particu- 
lar period of time is the source of an 
amount of income which becomes payable 
within a taxable year, the period from 
which such income is derived is presumed. 
to be a period ended with the date the 
income becomes payable. The year ended 
with the date the income becomes payable 
is considered to be the last twelve months 
of such period, regardless of whether or 
not there have been other distributions within 
this twelve-month period. The income which 
becomes payable is considered as being de- 
rived from the most recently accumulated 
income for the period.* 


Suppose that an estate which came into 
existence on January 1, 1949, accumulated 
income until June 30, 1950, at which time 
a distribution of $6,000 was made. On 
December 31, 1950, the estate was termi- 
nated and $18,000, comprising the balance 
of the income, was distributed. Assuming 
that the income was accumulated at the rate 
of $1,000 a month and that the distributions 
were not clearly identified with any par- 
ticular source, the distribution on June 30, 
1950, of $6,000 would be presumed to be 
out of the most recently accumulated in- 
come, which is the income for the first six 
months of 1950. The final distribution of 


#3 Footnote 36. 


**The question of when income becomes pay- 
able was considered in Israel, CCH Dec. 16,734, 
11 TC 1064 (1948). The trustee had discretion 
to pay all or part of the income to the life bene- 
ficiary, the unpaid balance being accumulated. 
He was required to communicate his decision 
to the beneficiary as to the amount of income 
to be paid, the decision to be made between 
January 2 and January 5. The trustee notified 
the beneficiary on January 4, 1943, that he 
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$18,000 on December 31, 1950, would be 
considered a distribution from the income 
for the entire period of administration, of 
which the last twelve months was the year 
1950 and the most recently accumulated 
was the $6,000 for the last six months of 
1950. Consequently, for 1950 the estate 
would take a deduction of $12,000, which 
the legatee would report as income, by 
virtue of the distributions June 30 and 
December 31, 1950. 


The Sixty-Five-Day Rule—A device fre- 
quently employed by testators and exeeutors 
before the 1942 amendments was to pay the 
income for a taxable year in the early part 
of the following year. The estate would 
pay the tax on the income for the year in 
which it was earned. The beneficiary re- 
ceiving the income a few days or weeks 
after the close of the year would receive 
it as tax-free income. 


Section 162 (d) (3) (A) was designed 
to meet this situation. It provides that 
where income of a prior year becomes 
payable within the first sixty-five days of a 
taxable year, it ig considered to be paid, 
credited or distributed on the last day of 
the preceding taxable year to the extent 
that it consists of income of the preceding 
year.“ Thus, where an estate having a net 
income for 1950 of $10,000 distributes $5,000 
on February 28, 1951, the $5,000 is consid- 
ered as having been distributed in 1950. 
The estate is entitled to a deduction for 
the payment, and the beneficiary must in- 
clude it in income for 1950. 


If the distribution includes the income 
of a prior period of more than twelve 
months, only the income for the last twelve 
months of the period prior to the taxable 
year is considered paid, credited or dis- 
tributed on the last day of the preceding 
year. For example, an estate accumulates 
$6,000 from its inception in 1943. The in- 
come for 1950 is $1,200. On March 1, 1951, 
the entire accumulation is paid out. The 
distribution is considered to be of income 
for 1950, but only to the extent that the 
estate has income in 1950. The estate would 
take a deduction for 1950 or $1,200 for 






would pay her $11,000 of income on March 15, 
1943. 

The Tax Court found that the beneficiary had 
a present right to the income at the time of the 
trustee’s decision. This right having arisen 


within the first sixty-five days of the year, the 
income related back to the year 1942. The 
existence of a present right to receive the in- 
come was considered controlling despite the 
fact that the receipt was postponed. 
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income paid to beneficiaries, and they would 
report the $1,200 as income. 


Where the distribution made within the 
first sixty-five days is less than the total 
amount of income (after deducting previous 
distributions) for the prior period, the 
amount paid is considered to be distributed 
from the most recently accumulated income 
of the prior period. 


Treatment of Excess Deductions—The ap- 
plication of the rules set forth in Sections 
162 (d) (2) and (d) (3) (A) could result 
in double taxation, with the same income 
being taxed to both the estate and the 
beneficiary. Suppose, for instance, that an 
estate commencing on January 1, 1949, has 
an income for 1949 of $20,000. The income 
for the first six months of 1950 is $10°000. 
The estate is terminated on July 1, 1950, 
and all accumulated income is distributed. 


The estate would be allowed a deduction 
of $20,000 for the period ended July 1, 
1950. The beneficiary would ordinarily in- 
clude in income the amount received by 
him, that is, $20,000. However, the estate 
has already paid tax on the $20,000 for 
1949 and would have only the benefit of 
$10,000 of the deduction allowed it in 1950. 


Section 162 (d) (4) is designed to give 
relief from this type of situation. It ex- 
cludes from the net income of the benefi- 
ciary the excess of the deduction allowed 
to the estate for the income distributions 
over the income of the estate for the year 
before the deduction. Thus, in the illus- 
tration given above, the net income of the 
estate before the deduction for distribution 
was $10,000. The deduction allowable was 
$20,000. The excess of the deduction over 
the net income, or $10,000, is excluded from 
the income of’ the beneficiary, who would 
report only $10,000. 


Should there be two or more beneficiaries, 
the exclusion should be prorated. among 
them in the proportion in which they share 
the income. 


Returns and Payment of Tax 


Returns.—The income tax return of the 
estate is filed by the fiduciary. All estates 
having a gross income of more than $600 
for the taxable year are required to file. 
The return is made on Form 1041. 


4} Code Section 53(a)(1), as amended by Sec- 
tion 205(b)(1) of the Revenue Act of 1950. 

4 Regulations 111, Section 29.147-1. 

‘7 Regulations 111, Section 29.142-1(d). 

4 Footnote 22. 


Returns are due on the fifteenth day of 
the fourth month following the close of the 
taxable year.“ Information returns cover- 
ing distributions to beneficiaries must be 
filed on or before the fifteenth day of the 
fifth month following the close of the tax- 
able year. Form 1041 may be filed instead 
of Forms 1096 and 1099.% The final return 
is due on or before the fifteenth day of the 
fourth month following the month in which 
the estate is terminated. 


A copy of the will, sworn to by the fidu- 
ciary as a true and complete copy, must 
be filed with the first fiduciary return in all 
cases in which the gross income of the 
estate is $5,000 or more. The fiduciary 
must indicate the provisions of the will 
which, in his opinion, determine the extent 
to which the income of the estate is taxable 
to the estate and the beneficiaries respectively.” 


Payment of Tax.—The liability for pay- 
ment of the tax is imposed upon the fidu- 
ciary. He is personally responsible for the 
payment of the tax falling due during the 
period of his administration. He continues 
to remain liable after his discharge if, 
prior to the distribution of the assets and 
his discharge, he had notice of the tax 
obligations or failed to exercise due dili- 
gence in ascertaining whether or not such 
obligations existed.® 

The extent of the personal liability of 
the executor is measured by Section 3467 
of the Revised Statutes.” This section 
provides that every executor, administrator, 
assignee or other person who pays, in 
whole or in part, any debt due by the 
person or estate for whom or which he 
acts before he satisfies and pays the debts 
due to the United States from such person 
or estate becomes answerable in his own 
person and estate to the extent of such 
payments for the debts so due to the United 
States or for so much thereof: as may re- 
main due and unpaid. 


The government has the additional right, 
where the tax is not paid, to proceed against 
the heirs, legatees, devisees and distributees. 
They may be required to discharge the 
amount of tax due and unpaid to the extent 
of the distributive shares received by them.” 


This transferee liability of the benefici- 
aries exists only where the distributions to 
them result in the insolvency of the estate 
or leave it with insufficient assets to pay 
its tax obligations.” [The End] 


49 31 USCA 192. 

5° Footnote 22. 

51 Lehigh Valley Trust Company, footnote 9; 
Harjo, 34 BTA 467 (1936). 
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Computation of Estate Tax 


When Interdependent Deductions 


Are Present 


By HERMAN BURSTEIN—Economist and Statistician 
and NATHAN STEIN—Statistician 


THIS EXPLANATION OF A COMPLICATED ESTATE PROB- 


LEM IS WRITTEN BY TWO NEW YORKERS WHO POINT 


OUT THAT 


estan frequently find it advis- 
able to list charitable and/or marital 
bequests not in dollar terms but as a per- 
centage of the estate left after taxes and 
legacies. Usually this procedure is fol- 
lowed as a precautionary measure, because 
testators generally do not know exactly 
how large their estates will be. For ex- 
ample, a man may wish to leave one half of 
his estate to charity and one half to his 
family. Assume that at the time he draws 
a will his estate amounts to $2 million. If 
he provides specifically that charity is to get 
$1 million, he runs the risk that his family 
will receive less than he had intended in the 
event of a decline in the value of his estate. 
Thus, if the estate were worth only $1 
million at the time of his death, nothing 
would be left for his family.’ 


Inasmuch as charitable and marital be- 
quests are deductions used in arriving at 
the amount to be taxed, the calculation of 
these deductions and of taxes is interde- 
pendent. Such interdependent calculations, 
using trial-and-error methods, can be la- 
borious and time-consuming, particularly 
if one wishes to compare results for several 
ways of disposing of an estate. However, 
by short-cut methods described below, it is 
possible to reduce greatly the amount of 
time consumed. 


The following discussion covers the basic 
problem and a simple method for calcu- 


1Except if state law intervenes to provide 
some remedy. 
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IT MAY ALSO BE USED 


IN OTHER STATES 








lating in a few steps a close approximation of 
the value of interdependent factors, a method 
of arriving at an exact solution with slight 
additional labor and a consideration of the 
ramifications of the basic problem. 


The Basic Problem 


The problem is treated here in terms of a 
testator in New York State, although the 
method of solution is applicable to a testator 
in any state. 


Let us assume that a New York testator 
has an adjusted gross estate? A, of $5 
million, makes a bequest to his wife of fifty 
per cent, Pw, of the estate after federal plus 
state estate taxes, provides for charitable 
contributions amounting to ten per cent, P., 
of the estate after taxes and distributes the 
remainder of the estate to various heirs 
on a percentage basis. In order to calcu- 
late the amount of estate taxes and thereby 
the amounts left to the wife and to charity, 
two sets of materials are used here: 


(1) Charts 1, 2 and 3 show the total 
amount of interdependent deductions for a 
given amount of adjusted gross estate and 
for a given total percentage of estate after 
taxes. These charts are based upon federal 
plus New York estate tax rates. 


(2) Table 1 permits rapid calculation of 
federal plus New York estate taxes. In 
the case of testators in other states, Table 2 


2 Adjusted gross estate is defined as gross 
estate less federal Code Section 812 (b) deduc- 
tions for expenses, losses, indebtedness and 
taxes. 
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permits rapid calculation of federal taxes 
alone. State taxes must then be added. 
Tables 1 and 2 are based upon the amount 
of “taxable estate,” consisting of adjusted 
gross estate less allowable deductions for 
charitable bequests, transfers to surviving 
spouse and property previously taxed.* 


Example | 


Example I shows the steps employed in 
calculating estate taxes for a New York 
testator having an adjusted gross estate of 
$5 million and providing for marital and 
charitable bequests which, respectively, 
amount to fifty per cent and ten per cent 
of the estate after taxes. Symbols used 
have the following meanings: 


3 For purposes of the present discussion, it is 
assumed that there are no deductions for prop- 
erty previously taxed. Inasmuch as the deduc- 
tion for property previously taxed is not an 








500 600 


A = adjusted gross estate; 

D = interdependent deductions; 

E = taxable estate; 

T = federal plus state estate taxes; 


P=percentage of estate after taxes 
(Pw + P-). 


Step 1—Using Chart 2 (adjusted gross 
estates of $1 million to $10 million), it is 
found that when A (adjusted gross estate) 
is $5 million and D (interdependent deduc- 
tions) totals sixty per cent of P (estate after 
taxes) (A —T), D has a value of about 
$2,350,000. For a New York testator and 
for a problem of this simplicity, the esti- 
mate of $2,350,000 may be suitable in plan- 
ning the disposition of an estate, and there 


interdependent one, it would enter the calcu- 
lation as a fixed deduction in arriving at the 
amount of estate to be taxed. See footnote 8 
for a further discussion of this point. 
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is no need to proceed with the subsequent 
steps shown in Example I. However, for 
testators in other states, the reading of 
Chart 2 gives only an approximation having 
a relative accuracy depending upon how 
closely the estate tax rates of the given state 
correspond to those of New York. Also, 
Chart 2 does not give an exact solution even 
for New York testators. Subsequent steps 
may therefore be required to obtain a solu- 
tion which is either exact or a better ap- 
proximation than Chart 2 provides. 


Step 2.—In the column Trial 1, the trial 
value of $2,350,000, D,, is subtracted from A, 
leaving a taxable estate, E, of $2,650,000. 
Referring to Table 1, a total federal, plus 
New York, estate tax, T, of $1,084,700 would 
be incurred. Subtracting T from E leaves 


*D=P(A—T). 


Computation of Estate Tax 


$1,565,300, E-T being the portion of the 
distributable estate (estate after taxes) that 
does not constitute an interdependent de- 
duction. The ratio between D and E-T 
is equal to that between P (sixty per cent) * 
and 1-P (forty per cent).° Thus, the ratio 
equals 1.5. To convert E — T into D, we 
multiply E — T by 1.5, yielding a D2 value 
of $2,347,950. 

The fact that the values of D: and D:» are 
unequal shows that the Ds; estimate of 
$2,350,000 is not an exact solution. How- 
ever, the difference between D: and Dz is 
sufficiently slight that for many or most 
purposes the estimate of $2,350,000 is satis- 
factory. Where a better approximation is 
desired, the procedure described above in 
Step 2 may be repeated. This is done in 
Trial 2 of Example I. 


SE — T= (1—P) (A—T). 





Chart 3 
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Step 3—In Trial 2, a Ds; value of 
$2,348,975:is used. This is obtained by aver- 
aging D: and D:. Carrying through the trial 
calculations as described in Step 2, there is 
obtained a D, value of $2,348,639. The dif- 
ference between the trial values of Ds; and 
D, is now only $336. 


D, = Dea spe 


In this formula the subscript v denotes 
convergence value; t and t + 1 denote suc- 
cessive trial values of D; k and k + 1 denote 
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Di — Dest 
(Dt — Dess) + (Darr — De) 


If it is desired to obtain an exact solution 
for the interdependent factors, this may be 
done in two additional steps, as illustrated 
in Example I. 


Step 4.—The exact value of D, or a very 
close approximation, can be obtained through 
the following “convergence formula”: 


x (Desa — Di») 


successive check values of D. Employing 
the data from Trials 1 and 2, we obtain: 
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2,348,975-2,350,000 
© 2.348,975 = | —-— 
(2,348,975-2,350,000) + (2,347,950-2,348,639) 
025 
= 2,348,975 — (——— 
1,025 + 689 


Step 5.—Using $2,348,774 as Ds in Trial 
3, we find that Ds and De come out equal, 
proving that an exact solution has been 
reached for D and T. D can then be di- 
vided into the marital and charitable amounts 
in proportion to the relationship between 
fifty per cent and ten per cent. 


Careful inspection of the convergence 
formula will reveal it to be less formidable 
than it may first appear. Columns 1 and 2 
of Example I show that the Trial D’s (with 
odd-numbered subscripts) are decreasing, 
while the Check D’s (with even-numbered 
subscripts) are increasing. In short, the 


Triai D’s and Check D’s are converging to 
an exact solution. 


The convergence for-. 





D, — Ds 
(D: — Ds) + (Ds — Dz) 


Example | 


x (Ds — D9 | 


x 2548,975-2,348,639) | 


x 336) = 2,348,975 — 201 = 2,348,774 


mula establishes the rate of convergence, 


| D; — D; 
(D: — Ds) + (Ds = 


and applies it to the difference between the 
last pair of D values (D; — D,), yielding 
the correction value to be subtracted from 
(or added to) Ds in order to arrive at the 
exact value of D. 

Whereas in Example I a single convergence 
is sufficient to establish an exact solution, 
more than one convergence may be neces- 
sary in problems of greater complexity, as 
shown in subsequent examples. Seldom, 
however, does it appear that more than two 
or possibly three convergences will be re- 
quired. 


The following symbols are used: 


A—adjusted gross estate 

P,.—wife’s percentage of estate after 
taxes 

P,.—charity’s percentage of estate after 
taxes 


A = $5,000,000; P.. = 50%; P. = 10% 
Trial 1 





P—Pw + P. 

D— interdependent deductions — amount 
left to wife and charity [P(A — T)] 

E—taxable estate (A — D) 

T—federal plus state a. A taxes 





Trial 2 





Trial 3 


weve ev nae eae the $5,000,000 $5,000,000 $5,000,000 
Ce RE Sit nice ws eies 2,350,000* (D1) _ 2,348,975” (Ds) _2,348,774° (Ds) 
i | See eae 2,650,000 2,651,025 2,651,226 
(4) Trial T seein 1,084,700 1,085,266 1,085,377 
ee 68 oO ae 1,565,300 1,565,759 1,565,849 
— By fo saree ee 1.5 1.5 1.5 


(7) Check D (5 x 6)..... 


® Based on Chart 2. 
b Average of D:i and Dz. 






Example Il 


Example II introduces the complicating 
factor of a legacy, L, with interdependent de- 
ductions being stated as a percentage of estate 
after taxes and legacy: D= P(A — T—-L). 
A is assumed to be $5 million as before. 
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2,347,950 (D2) 


2,348,639 (D,) 


¢ Convergence 1: 


2,348,774 (De) 


1,025 
——___——_— X Ss 
1,025 +- 689 


= 2,348,975 — (.59802 X 336) 
= 2,348,975 — 201 = 2,348,774 


Dy = 2,348,975 — 





D is set at sixty per cent of A — T — L. 
L is taken as $500,000. The solution follows: 

Step 1—A crude estimate of $2,150,000 
for D, is obtained by reading Chart 2 for a 
P value of sixty per cent and for an A value 
of $4,500,000, that is, for A — L instead of 
for A. Inasmuch as D equals sixty per cent 
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Example Il 


The following symbols are used: 


A—adjusted gross estate 

P.~—wife’s percentage of estate after taxes 
and legacies 

P.—charity’s percentage of estate after 
taxes and legacies 

P—P. + P- 


L—amount of legacies 


D—Interdependent deductions — amount 
left to wife and charity [P(A — T — L)] 


E—taxable estate (A — D) 
T—federal plus state estate taxes 


A = $5,000,000; P. = 50%; P. = 10%; L = $500,000 


Trial 1 


0 
2,150,000" (D:) 


2,850,000 
1,195,100 


1,654,900 
500,000 


1,154, = 
a 732, 350 (D:) 


Trial D .... 


Trial E ... 
Trial T 


Trial E — T 
Trial E— T—L 


P/1 — P 
Check D (7 x 8) 


Trial 2 


100,000 $5,000,000 
1,941,175” (Ds) 


3,058,825 
1,310,371 


1,748,454 
500,000 


1,248,454 
1.5 
1,872,681 (Ds,) 


Trial 3 


$5,000,000 $5,000,000 
1,900,210° (Ds) 1,899,109" (D;) 


3,099,790 
1,334,178 


1,765,612 
500,000 


1, -” 612 
1.5 
1,898,418 (De) 


Trial 4 


3,100,891 
1,334,820 


1,766,071 
500,000 


1 _ 071 
1.5 
1,899,107 (Ds) 


* Based on Chart 2 but reading the horizontal ordinate for A — L ($4,500,000) instead of A 


($5,000,000). 
> Average of D: and Dz. 
¢ Convergence 1: 
208,825 
Dy = 1,941,175 — | —————_——_- 
208,825 + 140,331 


x esi0 


= 1,941,175 — (.598085 x 68,494) = 1,941,175 — 40,965 = 1,900,210 


4 Convergence 2: 
40,965 
Dy = 1,900,210 — ( 
40,965 + 25,737 


= 1,900,210 — (.61415 X 1,792) = 1,900,210 — 1,101 


of A — T — L rather than of A — T, rough 
compensation is made in approximating D 
by reading Chart 2 for A — L. 


Step 2.—Subtracting D: from A yields 
taxable income, E, of $2,850,000. Estate 
taxes are $1,195,100 per Table 1, leaving 
$1,654,900 as E — T, namely, the portion of 
distributable estate that does not constitute 
an interdependent deduction. Subtracting 
the L value of $500,000 leaves $1,154,900 
(E — T — L) as the portion of estate after 
taxes which is neither an interdependent 
deduction nor a legacy. The ratio between 
D and E — T — L is equal to that between 
P (sixty per cent)* and 1— P (forty per 
cent),” or 1.5. Multiplying E— T—L by 
1.5 yields a Dz value of $1,732,350. 

Step 3.—The value of D; is obtained by 
averaging D; and D:. Trial 2 then proceeds 
in the same manner as Trial 1. Upon com- 
pletion of Trial 2 it is found that there still 
remains an appreciable gap of $68,494 be- 
tween the trial and check values for D. 

‘*D=P(A—T—L). 
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x 1700) 


= 1,899,109 


Step 4.—Convergence 1 obtains a value 
for Ds of $1,900,210 which is then used in 
Trial 3. The results of Trial 3 show a rela- 
tively small gap of $1,792 between the trial 
and check values of D. 


Step 5.—Convergence 2 obtains a value 
for D,; of $1,899,109. This convergence is 
performed in the same manner as Con- 
vergence 1, except that the D values of 
Trials 2 and 3 are employed instead of 
those in Trials 1 and 2. 


Step 6.—Trial 4 shows that an exact so- 
lution, within one dollar, has been obtained 
by use of D;. 

If the marital bequest, D», is stated as 
considerably in excess of fifty per cent of 
the distributable estate, it may develop that 
Dp also exceeds the marital deduction, Dw, 
which is limited to fifty per cent of adjusted 
gross estate. In this case, the procedure 
required, as shown in Example III, is some- 
what different from that previously em- 
ployed. 


TE—T—L=(1-—P) (A—T—L). 
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Compytation of Estate Tax 














of $2,950,000 is $2,528,571, which exceeds Step 2.—In view of the fact that the mar- 
the marital deduction limit of $2,500,000, ital deduction, Dw, is set at the $2,500,000 
arrived at by taking fifty per cent of A. limit, a different procedure from that used 


Table 1 


Combined Federal and New York Estate Taxes 


Taxable Estate * Combined Estate Tax” 
ES tii "iii 





% of Excess Over 
Amount in - Amount in 





From To This Column First Column 
$ 0 $ 60,000 $ 0 1.0 
60,000 65,000 600 4.0 
65,000 70,000 800 8.0 
70,000 80,000 1,200 12.0 
80,000 90,000 2,400 15.0 
90,000 100,000 3,900 19.0 
100,000 110,000 5,800 yf a 
110,000 120,000 8,020 25.2 
120,000 150,000 10,540 28.2 
150,000 160,000 19,000 28.4 
160,000 200,000 21,840 30.4 
200,000 300,000 34,000 30.6 
300,000 310,000 64,600 30.8 
310,000 500,000 67,680 32.8 
500,000 560,000 130,000 33.0 
560,000 700,000 149,800 36.0 
700,000, 810,000 200,200 36.2 
810,000 900,000 240,020 38.2 
900,000 1,060,000 274,400 38.4 
1,060,000 1,100,000 335,840 40.4 
1,100,000 1,310,000 352,000 40.6 
1,310,000 1,560,000 437,260 43.6 
1,560,000 1,600,000 546,260 46.6 
1,600,000 2,060,000 564,900 46.8 
2,060,000 2,100,000 780,180 50.8 
2,100,000 2,560,000 800,500 51.0 
2,560,000 2,600,000 1,035,100 55.0 
2,600,000 3,060,000 1,057,100 55.2 
3,060,000 3,100,000 1,311,020 58.2 
3,100,000 3,560,000 1,334,300 58.4 
3,560,000 3,600,000 1,602,940 61.4 
3,600,000 4,060,000 1,627,500 61.6- 
4,060,000 4,100,000 1,910,860 65.6 
4,100,000 5,060,000 1,937,100 65.8 
5,060,000 5,100,000 2,568,780 69.8 
5,100,000 6,060,000 2,596,700 70.0 
6,060,000 6,100,000 3,268,700 73.0 
6,100,000 7,060,000 3,297,900 tue 
7,060,000 7,100,000 4,000,620 76.2 
7,100,000 8,060,000 4,031,100 76.4 
8,060,000 8,100,000 4,764,540 79.4 
8,100,000 9,100,000 4,796,300 79.6 
9,100,000 10,060,000 5,592,300 79.8 
10,060,000 10,100,000 6,358,380 80.8 
10,100,000 aehs As car Sl 6,390,700 81.0 
* A taxable estate consists of the gross estate > The amount of federal tax is based on the 
less allowable deductions for administration ex- full credit of eighty per cent of the ‘‘basic tax”’ 
penses, charitable bequests and property previ- for state tax purposes. The amount of the New 
ously taxed. York State tax is, before exemptions, taxed at 


one per cent. 
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in Trial 1 is followed in Trials 2, 3 and 4° tained by taking 1/7 of D,, this being 





0 The first value given in Trial2 is A — Dw, $421,429. Subtracting D. from A — Dw 
d which is $2,500,000. A value for De is ob- leaves an E of $2,078,571. Tax on this is 
Table 2 
/ Federal Estate Tax 
| Taxable Estate * Federal Estate Tax” 
% of Excess Over 
3 Amountin + Amountin 
; From To This Column First Column 
; $ 0 $ 60,000 $ 0 0.0 
i 60,000 65,000 0 3.0 
4 65,000 70,000 150 7.0 
| 70,000 80,000 500 11.0 
- 80,000 90,000 1,600 14.0 
90,000 100,000 3,000 18.0 
3 100,000 110,000 4,800 ZZ 
4 110,000 120,000 6,920 24.2 
i 120,000 150,000 9,340 272 
150,000 160,000 17,500 26.4 
160,000 200,000 20,140 28.4 
200,000 300,000 31,500 27.6 
300,000 310,000 59,100 26.8 
310,000 500,000 61,780 28.8 
500,000 560,000 116,500 28.0 
560,000 700,000 133,300 31.0 
700,000 810,000 176,700 30.2 
810,000 900,000 209,920 32.2 
900,000 1,060,000 238,900 31.4 
1,060,000 1,100,000 289,140 33.4 
1,100,000 1,310,000 302,500 32.6 
1,310,000 1,560,000 370,960 35.6 
1,560,000 1,600,000 459,960 38.6 
1,600,000 2,060,000 475,400 37.8 
2,060,000 2,100,000 649,280 41.8 
2,100,000 2,560,000 666,000 41.0 
2,560,000 2,600,000 854,600 45.0 
2,600,000 3,060,000 872,600 44.2 
3,060,000 3,100,000 1,075,920 47.2 
3,100,000 3,560,000 1,094,800 46.4 
3,560,000 3,600,000 1,308,240 49.4 
3,600,000 4,060,000 1,328,000 48.6 
4,060,000 4,100,000 1,551,560 52.6 
4,100,000 5,060,000 1,572,600 51.8 
5,060,000 5,100,000 2,069,880 55.8 
5,100,000 6,060,000 2,092.200 55.0 
6,060,000 6,100,000 2,620,200 58.0 
6,100,000 7,060,000 2,643,400 S72 
7,060,000 7,100,000 3,192,520 60.2 
7,100,000 8,060,000 3,216,600 59.4 
8,060,000 8,100,000 3,786,840 62.4 
4 8,100,000 9,100,000 3,811,800 61.6 
9,100,000 10,060,000 4,427,800 60.8 
10,060,000 10,100,000 5,011,480 61.8 
a 10,100,000 cit tee eee 5,036,200 61:0 
the *The taxable estate consists of the gross > The tax shown is based on the full credit 
ix estate less allowable deductions for administra- of eight per cent of the ‘‘basic tax’’ for state 
a tion expenses, charitable bequests, transfers to tax purposes. 


surviving spouse and property previously taxed. 
® Footnote 8 appears on page 464. 


Computation of Estate Tax 


$789,614. Therefore, E—T is $1,288,957. 
Adding Dw to E — T gives E — T + Dw 
or $3,788,957. The value of E—T+ Dw 
represents distributable estate except for the 
charitable deductions. The ratio of D- to 
E— T+ Dy is 1/9. Multiplying $3,788,957 
by 1/9 converts E — T + Dy into a D-. of 
$421,007. 


Step 3—In Trial 3 the value of Des is 
obtained by averaging Da and De. The 
D. values of Trials 2 and 3 are then con- 
verged to yield the Des value for Trial 4. 
This figure of $421,018 proves to be the 
correct one. On the basis of Trial 4, A— T 
is $4,210,177 ($5,000,000 — $789,823). Sixty 
per cent of this is $2,526,106, which is the 


amount of the marital bequest, Dv, whereas_ 


the marital deduction, Dw, is $2,500,000. 


Conclusions 


Examples II and III have presented two 
variations of the basic problem treated in 


problem. However, it appears that in vir- 
tually all problems of computing estate 
taxes where interdependent computations 
are involved, great savings in time can be 
effected as follows: 


(1) By using Charts 1, 2 and 3 for mak- 
ing a more or less rough guess as to the 
sum of interdependent deductions. 


(2) By using either Table 1 or Table 2 
to determine the amount of the estate tax. 


(3) By using the principles illustrated in 
Examples I, II and III of: (a) dividing 
the distributable estate after legacies into 
the portion which is deductible for estate 
tax purposes and the nondeductible portion; 
(b) getting the deductible and nondeduct- 
ible portions to bear the relation of P to 
1—P. 


(4) By using the method of convergence, 
based upon two successive sets of trial 
values of D, to arrive quickly at the correct 


Pee ane ee Cr ee ree ae 


Example I. It is not practicable here to 


value of D or a very close approximation 
explore fully the variations of the basic 


of it. [The End] 


INTENT UNGRAMMATICALLY STATED 


ae HEN I paid my box rent they did not give me a recit you go down to 

the bank and get if for me I made all of my property to you all when 
you come over will till you all about it . . .” and “. Say I maid my will 
to Ollie McCulloch airs to you, Ray Mat, John . .’ do not constitute a holo- 
graphic will, according to a Tennessee Court of Appeals. These excerpts 
from two letters were not testamentary in nature and contained no specific 
reference to a will executed by the testator at about the same time as the 
letters were written —McCullock v. Ward, CCH Trust anp Estate Law Reports 
(1947-1949 Cases) J 37,790. 


Awe. drawn up by a Portuguese .not too familiar with the English language 
for a friend who was sick and despaired of recovery was held valid by a 
California court. The text ot the will was: 


“Fresno, July 2th, 1906. 


“T leave all the Busines I got To my wife Luiza Rosa Silva so that she got 
to pai all my deads and wages of the working men and all the Bills that ivoe to 
be in Count ect. 

“Frank V. Silva 
“Antone J. Breves 
“Joe M. Silva” 


Testimony by witness Breves, who had written the will, revealed that by 
“deads” he had meant “debts”; that “ivoe’” meant “I owe” and that “in Count” 
meant “account.” The court held that grammatical correctness had no bearing 
on the will’s validity so long as the wishes of the testator could be ascertained. — 
In re Silva’s Estate, CCH Trust anp Estate Law Reports {J 4105, 145 Pac. 1015, 
169 Cal. 116. 


8It should be noted that if there is a credit 
for property previously taxed, this credit is 
treated in the same manner as the marital de- 


duction. Thus the marital-deduction limit and 
the credit for property previously taxed may 
be lumped in one sum. 


464 June, 1951 @ TAX ES— The Tax Magazine 









nd 
ay 





tT 4 AGODA SEI AY AE rm ES 























































































































































































THE QUANTITY SOLD IS AN 
OVERLOOKED FACTOR, SAYS 
THE AUTHOR, AN ATTORNEY 
OF FORT WAYNE, INDIANA 





6¢ [> LOCKAGE” has been defined as the 

recognition of the principle, or what 
has been called the “pregnant” fact, that a 
large block of stock cannot be marketed 
and turned into cash as readily as a few 
shares. The application of the rule gener- 
ally arises in estate and gift tax valuation 
cases but has sometimes been considered in 
income tax cases where the cost or basis 
of a large block of stock was involved. 


A few years ago, the Commissioner stren- 
uously opposed the application of the rule, 
insisting that the mean of the high and 
low prices or of the bid and asked prices 
on the valuation date was conclusive. 
However, he has been forced to abandon 
that position, for the courts have held that 
he cannot by rule or regulation limit the 





1Paul, Federal Estate and Gift Taxation, 
Vol. 2, Section 18.27. 

2 McKitterick, CCH Dec. 11,222, 42 BTA 130 
(1940); Commissioner v. Shattuck, 38-2 vustc 
{ 9411, 97 F. (2d) 790 (CCA-7). 

3 Safe Deposit & Trust Company of Baltimore, 
CCH Dec. 9549, 35 BTA 259 (1937), aff'd 38-1 
ustc § 9240, 95 F. (2d) 806 (CCA-4); Helvering 
v. Maytag, 42-1 ustc 710,129, 125 F. (2d) 55 
(CCA-8); Avery, CCH Dec. 13,962, 3 TC 963 
(1944); Lunken, CCH Dec. 14,617(M), 4 TCM 
610 (1945); DuPont, CCH Dec. 13,303, 2 TC 246 
(1943); Mott, CCH Dec. 12,929-B, 1 TCM 356 
(1943), aff'd 43-2 ustc 10,077, 139 F. (2d) 317 
(CCA-6); Groff v. Smith, 40-2 ustc § 9624, 34 
F. Supp. 319 (DC Conn.), aff’d 45-2 ustc {| 10,223, 
150 F. (2d) 825 (CCA-2); Whitmore, CCH Dec. 
9953-X (1938); Soss, CCH Dec. 11,371-B (1940); 
Jenkins v. Smith, 37-2 ustc { 9539, 21 F. Supp. 


Blockage Rule 





Valuation of Stocks 


by the Blockage Rule 


By JAMES M. BARRETT, Jr. 





evidence to be considered in a valuation 
case but that all competent evidence must 
be considered.” 


The rule seems to be well established that 
the size of a block of stock which is listed 
on a securities exchange or traded in on 
the over-the-counter market may be a 
factor to be considered in its valuation for 
gift or estate tax purposes.* However, the 
blockage rule is not a rule of economics or 
a rule of law or a rule of evidence* 


Of course, the question ultimately to be 
decided in a valuation case is what is the 
fair market value of the stock on the criti- 
cal date.® In the absence of convincing 
evidence to -the contrary, the actual sale 
price of the shares of stock may well be 
controlling.® 


The size of the block in question as com- 
pared to the actual number of shares traded 
in on the critical date and even before and 
after that date is only one factor. While 
evidence concerning the size of the block 
is clearly admissible, it is important that 








251 (DC Conn.); Havemeyer v. U. S., 45-1 ustc 
710,194, 59 F. Supp. 537 (Ct. Cls.); Knobloch 
v. Smith, 38-2 ustc J 9546, 25 F. Supp. 156 (DC 
Conn.); Squier, CCH Dec. 10,679-K (1939); 
Page v. Howell, 41-1 ustc 10,011, 116 F. (2d) 
158 (CCA-5, 1940). 

4 Safe Deposit &€ Trust Company of Baltimore, 
footnote 3. 

5 Soss, footnote 3; McKitterick, footnote 2. 

6 Hazeltine Corporation v. Commissioner, 37-1 
ustc § 9219, 89 F. (2d) 513 (CCA-3); Mott and 
Groff v. Smith, footnote 3; Bull v. Smith, 41-1 
ustc { 10,049, 119 F. (2d) 490 (CCA-2); Union 
National Bank v. Driscoll, 40-1 ustc {| 9354, 32 
F. Supp. 661 (DC Pa.); Kier, CCH Dec. 8164, 
28 BTA 633 (1933); McKitterick, footnote 2; 
Phipps, CCH Dec. 11,718, 43 BTA 1010 (1941), 
aff’d 42-1 ustc J 10,145, 127 F. (2d) 214 (CCA-10). 
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Surprise! You Get My Stocks 


An undated, unsigned postscript in 
a letter written to his mother by a 
soldier expecting to be sent over- 
seas was not admitted to probate 
as a last will and testament. The 
postscript read: ‘Il have a surprise 
coming for you and hope it works 
out. This is all | can tell you. My 
insurance is made ‘out to Alyse [his 
wife] so should | get in this war 
and not come back | want my sav- 
ings & stocks to go to you. Keep 
in touch with Alyse. .. .”” 

The California Supreme Court held 
the document too informal in char- 
acter and lacking in certainty when 
read with the rest of the letter, and 
that therefore it was not intended to 
be testamentary in  character.— 


Golder v. Golder, CCH Trust and 
Estate Law Reports 
Cases) J 39,254. 


(1947-1949 


all competent evidence as to the valuation 
of the stock shall be considered." Tax- 
payers have failed before the Board of Tax 
Appeals, the Tax Court and the federal 
courts, because they relied solely upon the 
testimony of witnesses that the blockage 
rule should be applied to the block of 
stock in question without supporting their 
opinions by facts which would lay a proper 
foundation therefor.’ 


A study of a number of decisions throws 
some light upon the kind of evidence which 
has appealed to the Board, the Tax Court 
and the federal courts and resulted in vic- 
tories for the taxpayer. In general, it can 
be said that the more complete the testi- 
mony in respect to value, the better has 
been the taxpayer’s position. However, it 


7 Soss and Safe Deposit & Trust Company of 
Baltimore, footnote 3; Hazeltine Corporation 
v. Commissioner, footnote 6; Rogers v. Strong, 
4 ustc § 1330, 72 F. (2d) 455 (CCA-3, 1934); 
Heiner v. Crosby, 1 ustc { 276, 24 F. (2d) 191 
(CCA-3, 1928). 

8 Groff v. Smith, footnote 3; Munroe, CCH 
Dec. 15,028(M), 5 TCM 122 (1946); Machris, 
CCH Dec. 9966-E (1938). 

® Helvering v. Maytag, Havemeyer v. U. 8. 
and DuPont, footnote 3; Stewart, CCH Dec. 
13,698(M), 3 TCM 43 (1944). 

10 Maxwell, CCH Dec. 14,239(M), 3 TCM 1207 
(1944); Mott and Bull v. Smith, footnote 6; 
Havemeyer v. U. 8., footnote 3. 

11 McKitterick, footnote 2; Safe Deposit ¢& 
Trust Company of Baltimore and DuPont, foot- 


note 3. 
12 McKitterick, foetnote 2. 
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must be borne in mind that each tax case 
is different and that each is largely a ques- 
tion of fact. The blockage rule is simple 
to state, but its application to different 
factual situations may be difficult. 


The testimony of qualified experts is, of 
course, admissible® but is not controlling.” 


As pointed out, before the blockage rule 
can be applied, the basis therefor must be 
shown." The Board .once stated: “That 
basis is that the actual market is so rela- 
tively narrow, as compared with the stock 
to be valued, as to destroy or seriously 
affect the weight of the prices in such mar- 
ket as competent evidence of that fact.” ” 


In some cases the Tax Court has specifi- 
cally found that the market was “thin.” ™ 


Comparison of Size of Block 


Where the taxpayer has succeeded, there 
generally has been evidence comparing the 
size of the block to be valued with the total 
number of shares outstanding,“ the high 
and low prices on the exchange or the bid 
and asked prices on the critical date,” and 
the number of shares involved in the trans- 
actions.“ Sometimes evidence is given of 
the amount of stock in the hands of ordi- 
nary investors who would be considered as 
interested in day-to-day trading as opposed 
to controlling stockholders who operate the 
business or to institutional investors.” The 
desire or lack of desire of controlling 
stockholders holding large blocks of stock 
to sell their holdings has been the subject 
of comment.” The trend of prices both 
before and after the critical date has fre- 
quently been the subject of testimony.” If 
the trend is downward, such evidence has 
been helpful in sustaining the application 
of the blockage rule,” but when the trend 
is upward, particularly if the market is very 
active, the opposite result has been reached.” 


Of course, the financial data usually found 
in valuation cases is competent evidence and 


133 Lunken and Squier, footnote 3; McElwain, 
CCH Dec. 12,923-H, 1 TCM 333 (1942). 

14 Allen, CCH Dec. 14,095, 3 TC 1224 (1944); 
Stewart, footnote 9; Helvering v. Maytag, 
Squier, Avery, DuPont, Whitmore and Soss, 
footnote 3; Standish, CCH Dec. 15,836, 8 TC 
1204 (1947); Shattuck and Kimberly, CCH Dec. 
9656-A (1937). 

18 Stewart, footnote 9; Kier, footnote 6; Soss, 
Avery and Groff v. Smith, footnote 3; Shattuck, 
Kimberly and Allen, footnote 14. 

1% Tunken and Soss, footnote 3; Shattuck, 
Kimberly and Allen, footnote 14. 

11 Lunken, DuPont and Soss, footnote 3. 

18 Kier, footnote 6. 

19 Whitmore, Kier and Squier, footnote 3. 

2 Safe Deposit & Trust Company of Balti- 
more, footnote 3. 

21 Kier, footnote 6. 
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Cases Where Brokerage Rule Applied 





Column A represents the approximate percentage of the block of stock in question 
to the total number of shares outstanding. Where no percentage is given because the 
reported case fails to disclose that information, the number of shares involved is stated. 
Column B shows the value per share claimed by the taxpayer; Column C, the value per 
share asserted by the Commissioner; and Column D, the fair market value per share as 
found by the Board, the Tax Court or the federal court. Column E shows the approxi- 
mate percentage of difference between the determination of the Commissioner and the 





fair market value as finally determined. 














































































| Case 
; No. A B c D E 
1 (Maytag) ...... 8% $ 2.50 $ 4.75 $ 3.10 33% 
2 (Stewart) ...... 4% 18.75 22.875 20.00 12% 
3 (Avery) ....... 1% 36.00 37.50 36.00 3% 
4 (Lunken) ...... 5% 18.00 23.00 21.00 9% 
5 (Safe Dep. 
& Tr. Co., 
Baltimore) 35,966 sh. 30.00 44.00 35.00 20% 
104,663 sh. 30.00 44.00 35.00 20% 
6 (Whitmore) .... Y% 18.00 24.625 21.00 12% 
_— ieee 37% 3.0085 7.23 5.75 28% 
8 (Shattuck, 
Kimberly) ..... 2% 10.25 13.00 10.00 23% 
4% 8.25 10.00 7.50 25% 
2% 10.25 12.50 10.00 16% 
4% 11.00 15.00 11.00 26% 
9 (Havemeyer) ... 9% 24.00 28.125 25.00 11% 
3% 21.50 21.50 22.00 —2% 
10 (Knobloch) .... 14,778 sh. 15.00 19.00 15.00 20% 
ti. fee? sj... 1% 45.00 53125 48.00 10% 
12 (McElwain) .... 9,800 sh. 27.50 29.50 27.50 5% 
2, =a 12,440'sh. 26.00 33.50 31.50 6% 


should always be furnished. This includes 
balance sheet statements, profit and loss 
statements, book value,” surplus analyses, 
working capital position and requirements, 
and other pertinent statistics. Failure to 
furnish this information may be fatal. 


If possible, the expert witnesses who 
seek to apply the blockage rule should be 
familiar with the company’s financial con- 
dition and business prospects. The unfa- 
miliarity of such witnesses with these factors 
was the subject of unfavorable comment 
by the Board in one case where the tax- 
payer lost.” 


Gradual Liquidation 


Several methods for disposing of a large 
block of stock have been suggested in the 
reported cases. One, of course, is a gradual 
liquidation by the offering of relatively 
small numbers of shares over a reasonable 
period. If the evidence shows that such an 


22 Helvering v. Maytag, Whitmore and Soss, 
footnote 3. 
23 Kier, footnote 6. 


Blockage Rule 








orderly liquidation within a reasonable time 
would probably result in the obtaining of a 
price per share for the whole block which 
would be substantially equal to the price 
per share obtainable on the critical date, the 
blockage rule will not be followed.™ In one 
case there was evidence that while the offer- 
ing of the block in question would have 
broken the market, a price somewhat below 
the market could have been obtained by a 
“best efforts” transaction. However, the 
court refused to follow this testimony. In 
two cases is was suggested that ninety 
days is a reasonable period for sale on 
orderly liquidation,” although a longer or 
shorter time might equally well be found. 


Wholesale Sales 


In other cases, various kinds of so-called 
wholesale transactions have been approved. 
In the Jenkins case, the court approved a 
private sale at some points below the mar- 
ket. In the Shattuck and Kimberly cases, the 

*% Groff v. Smith, footnote 3; Bull v. Smith 
and Kier, footnote 6; McKitterick, footnote 2. 

2% Groff v. Smith, footnote 3. 

2 DuPont and Avery, footnote 3. 
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Board felt that the stock could only be dis- 
posed of through an underwriting. In the 
Squier case, the Board approved a value 
based upon the necessity for a wholesale 
sale. In the Avery case, the court pointed out 
that the large blocks of listed stocks could 
only have been marketed through a “second- 
ary distribution” under the rules of the New 
York Stock Exchange. ‘ 


It said that a secondary distribution is a 
process by which a large block of stock is 
placed on the market through an under- 
writing syndicate and distributed, imme- 
diately after the close of the market, to 
be sold at the closing price for the day; that it 
is practically equivalent to a sale at whole- 
sale and adequate compensation must be 
paid to the brokers; that such a sale must be 
made in accordance with the rules of the 
exchange for the protection of the buying 
public; and that the value of the stock real- 
ized by the owner is generally $1 to $2 
below the price to the public. 


In connection with the discussion of the 
various means of disposing of a large block of 
stock by any of the so-called wholesale 
methods, the decisions are not quite in har- 
mony on the question as to the deductibility 
of the underwriting discount or commission. 


In the Soss case, the Board referred to 
the rule that where large commissions are 
required to be paid to find purchasers, the 
selling price is not determinative and cited 
Bryan, CCH Dec. 5880, 19 BTA 111 (1930), 
and Premier Packing Company, CCH Dec. 
4109, 12 BTA 637 (1928). 


The Bryan case, however, does not sup- 
port the principles for which it is cited in 
the Soss case. In the Bryan case, the oil 
stock in question was sold under high- 
pressure methods in small blocks to farmers 
and factory operators to net the corporation 
eighty-five cents on the dollar, and the com- 
mission was not to exceed thirty per cent of 
the selling price. The holding was that 
sales of such a nature did not prove fair 
market value. 


In the Premier Packing Company case, the 
court only pointed out that the necessity of 
paying a brokerage commission of approxi- 
mately six per cent did not indicate a market 
for the stock but a condition necessitating 
the development of an individual purchaser. 

27 Couzens, CCH Dec. 3931, 11 BTA 1040, 1165 
(1928); Andrews v. Commissioner, 2 ustc § 470, 
38 F. (2d) 55 (CCA-2, 1930); Whitlow v. Com- 
missioner, 36-1 ustc 9193, 82 F. (2d) 569 
(CCA-8); Nachold & United States Signal Com- 
pany v. Helvering, 35-1 ustc { 9021, 74 F. (2d) 
164, 168 (CCA-6); Sinclair Refining Company 
v. Jenkins Petroleum Process Company, 289 
U. S. 689, 697, 53 S. Ct. 736, 739 (1933); Portage 
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-the critical date. 


June, 1951 


In the Soss case, moreover, the testimony 
was that the underwriting discount or com- 
mission would be $2.70 on an offering price 
of $7 per share, or a net price to the seller of 
$4.30. The Commissioner’s expert fixed a 
value of $7.25 per share. The Board found 
the fair market value to be $5.75, the effect 
of which was to cut the commission in half. 
This case may, therefore, be considered au- 
thority for the proposition that when a whole- 
sale sale is found necessary, the value testified to 
for the public offering price, less a reason- 
able discount, will fix fair market value. 

In the Avery case, the Tax Court ap- 
proved a discount of $1 per share from the 
cost of a secondary distribution. 


It seems, therefore, that the Tax Court 
will not refuse to recognize the necessity of 
a commission or underwriting discount in a 
wholesale sale, but the deduction from the 
public offering price of the commission or 
discount will fix fair market value, of course, 
only in cases which support the necessity 
of a wholesale sale. 


After-Occurring Events 


Frequently, questions have been raised as 
to the competency of events occurring after 
In Groff v. Smith, the 
government objected to the introduction of 
testimony concerning prices and sales of 
shares of the stock after the valuation date, 
relying upon Ithaca Trust Company v. U. S., 
1 ustc 9386, 279 U. S. 151 (1929). 


The trial court admitted the evidence, 
saying that it was admissible only “if foun- 
dation therefor is laid by evidence that the 
block could not be liquidated on the critical 
date without depressing the market.” The 
court further said that such evidence was 
admitted not as factors determining what 
potential buyers would pay but rather “for 
the light which they shed on the volume 
and level of the market during the relevant 
period. They are evidential of the ‘relative 
intensity of the social desire for’ Electrolux 
stock at the time thereof.” Other valuation 
cases have held that evidence of after- 
occurring events is admissible to substan- 
tiate reasonable expectations held at the 
time of valuation and, in general, may be 
introduced if they throw light on the ques- 
tion of valuation.” 

Silica Company, CCH Dec. 3853, 11 BTA 700, 
706 (1928), aff'd, 1931 CCH Standard* Federal 
Tax Reports { 9053, 49 F. (2d) 985 (CCA-6), 
cert. den. 284 U. S. 667; Doric Apartment Com- 
pany v. Commissioner, 38-1 vustc 1 9109, 94 F. 
(2d) 895 (CCA-6); H. H. Miller Industries Com- 
pany v. Commissioner, 1932 CCH Standard Fed- 
eral Tax Reports {| 9508, 61 F. (2d) 412 (CCA-6). 
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The practitioner who has a valuation 
problem involving a large block of stock 
and the probable application of the block- 
age rule should, therefore, lay the founda- 
tion for the application of the blockage rule 
by introducing evidence of all factors which 
bear upon the question of market value and 
then prove that the blockage rule should 
be applied by the testimony of competent 
and experienced witnesses who preferably 
should be familiar with the history and 
operations of the company whose stock is 
being valued. 


A study of a number of cases where the 
blockage rule was applied shows that in 
most of them the fair market value found 
by the Board, the Tax Court or the federal 


court in question was ten per cent or more 
below the value asserted by the Commis- 
sioner. His valuation was usually the mean 
of the high and low prices at which the 
stock sold on the day in question. While 
it is difficult because of the varying factors 
in each case to discover any direct relation 
between the relative size of the block of 
stock (that is, the proportion which the 
number of shares in question bore to the 
total number of shares outstanding) and 
the discount over actual market sales, it is 
interesting to note from the table that in 
two of the three cases where the relative 
size of the block was the highest, the dis- 
count also was the highest, that is, thirty-three 
per cent in the first case and twenty-eight 
per cent in the seventh case. [The End] 





How Would You Decide? 


THE CASE OF THE INCOMPLETE SIGNATURE 


Some years ago the following was offered as a will for probate: 


“A few little things I would love to have done: Always keep Vicie and 


Pet, if possible. 


Mamma to have everything she wants, with a few 


exceptions of remembrances. Please let sister have my house rent as long 
as she may live; then may my little namesake have it. ... Take good care 
of Vicie ‘somebody’ as long as she lives. 


“Saturday 


“Harriet” 


Harriet’s husband protested and his appeal was denied by the court on the 
basis of the “Married Persons’ Property Aet,” which gave married women the 
right to dispose of their property in the same manner as if they were unmarried— 


“by last will and testament, in writing, signed by her, or manifested by 
- her mark or cross, made by her at the end thereof.” 


With this issue disposed of, how would you decide the question: Is this a 


will? 


Though the instrument did not have on its face purport of being a will, the 


Blockage Rule 


court held it had the essential element of being a disposition of property. The 
question as to the compliance of the signature, “Harriet,” with regulations re- 
garding wills, was answered: “Custom controls the rule of names, and so it does 
the rule of signatures,” thus indicating that custom in 1890 did not give to signa- 
tures the implication of being full names.—Appeal of Knox, CCH Trust AND 
EstaTE Law Reports § 4111, 18 Atl. 1021, 13 Pa. 220. 








of Wills 


A Caveat to Draftsmen 


By SENECA B. ANDERSON 


THE REAL DANGERS ARE 
HAVE FACED PROBLEMS 
OCCASIONS, SAYS THIS 
THE FIRM OF ROBBINS, 


} fb not infrequently happens that one who 
seeks to avoid an apparent danger finds 
himself the victim of an even greater, though 
less obvious, one. 


Such is the predicament of the draftsman 
of a will who seeks too eagerly the benefits 
of the marital deduction without consider- 
ing the possibility that he may unwittingly 
shift a large part of the burden of the re- 
duced tax to persons who may receive no 
part of the testator’s estate. 


Let us take the not unusual case of a 
husband and wife, each with children by a 
former marriage. The husband, let us as- 
sume, has an estate of $200,000 and the wife 
only $50,000. The husband wishes to provide 
for his wife during her life, but, on her 
death, he wishes his children to receive his 
estate. Prior to the adoption of the Revenue 
Act of 1948, he probably would have left 
his property in trust to his wife for life 
with a remainder to his children. He may 
even have made some provision for trustees 
to encroach on principal for the support of 
his wife. 7 

Since 1948, however, he may make defi- 
nite tax savings by bequeathing half of his 
estate to such a trust and the other half 
either outright to his wife or in a separate trust 
under the terms of which his wife has a 
life estate and an unlimited power of appoint- 
ment by will. In default of exercise of the 
power, the corpus of the trust passes to 
his children. He knows, of course, that on 
his wife’s death, the latter half of his estate 
will be subject to an estate tax in her estate, 
but a momentary glance at the tax tables 
shows that the combined tax on the two 
estates is less than the tax on his estate 


470 





THE HIDDEN ONES. WE 
LIKE THIS ON SEVERAL 
BOSTON ATTORNEY, OF 
NOYES & JANSEN... 


alone if he fails to alter his pre-1948 will. 
He, therefore, changes his will after obtain- 
ing his wife’s assurance that she will not 
exercise the power of appointment or that 
if he leaves half to her outright, she, in turn, 
will bequeath this half to his children, While 
he makes no provision in his will for his 
stepchildren, he certainly has no intention 
of depriving them of any part of their 
mother’s separate estate or of forcing them 
to share it with his children. Yet this may 
be just what he has done. 


Burden of Tax 


If no such change is made or if the wife 
dies first, her $50,000 will pass under her 
will to her children, free of federal estate 
taxes. But this is not necessarily true if 
the husband revises his will to take ad- 
vantage of the tax savings held out by the 
marital deduction, unless, of course, the wife 
dies first. If he dies first, the wife’s estate, 
on her death, is not $50,000 but, for federal 
estate tax purposes, $150,000 and is subject 
to a federal estate tax. There can be no 
objection to this if the burden of this tax 
is borne entirely by the husband’s children, 
but if all of the tax burden, or even a third 
of it, is borne by the wife’s children, a gross, 
and usually an uncontemplated, inequity is 
created. But unless the draftsman of the 
husband’s and the wife’s wills foresees this 
eventuality and provides against it, all or 
a part of the tax, depending on the law of 
the state where the parties reside, will fall 
on the wife’s children. The children of the 
husband receive a larger inheritance, but the 
children of the wife foot the tax bill. 





June, 1951 @ TAX ES — The Tax Magazine 

















E 
L 
)F 


ile 


ife 
ler 
ate 


id- 
the 
‘ife 
ite, 
ral 
ect 


tax 
en, 
ird 
SS, 
r is 
the 
this 

or 
r of 
fall 


the 










Such an injustice can readily be pre- 
vented by forethought on the part of the 
draftsman of the husband’s will. It is 
believed that the insertion of the following 
clause in any trust giving the wife an un- 
limited power.of appointment will prevent 
penalizing her children if she fails to exer- 
cise.the power: 


“My trustee shall pay out of the trust 
fund to the executors under the will of, or 
administrators of the estate of, my said wife, 
an amount equal to the additional estate, in- 
heritance, legacy and/or succession taxes 
imposed on her estate or on the beneficiaries 
thereof by reason of the superimposing on 
her estate for tax purposes of the property 
passing hereunder in default of the exercise 
or complete exercise of the power of ap- 
pointment given her above.” 


Wife's Opportunity to Change Will 


In case no such clause has been added 
to the husband’s will or in case he has left 
an amount equal to the marital deduction 
to his wife outright but with the under- 
standing that she will bequeath it to his 
heirs in her will, it is still not too late to 
rectify the error after his death if the wife 
is alive and competent to make a will. In 
the former case, she may partially exercise 
the power of appointment so as to reimburse 
her executor, out of the money which oth- 
erwise would be left the husband’s children, 
for the tax or added tax imposed on her 
estate. In the latter case, she may leave the 
property left her by her husband to his 
children but provide in her will for an equi- 
table apportionment of taxes. 

In spite of the opportunities which exist 
for preventing the burden of the increased 
tax from falling on the children of the wife, 
who receive no part of the husband’s prop- 
erty, it is inevitable that some draftsmen 
will fail to foresee the danger. Legislation 
to prevent such injustice could and should 
be adopted. 


In conclusion and as a final warning to 
those who have not foreseen this problem, 
this question is posed: Would the heirs of 
the wife prevail in an action of damages 
against an attorney who drafted the wills 
of husband and wife where the wife’s heirs 
were forced to pay additional estate taxes 
by virtue of the attorney’s failure to provide 
for shifting the tax to the heirs of the hus- 
band? Without answering this quaere, it is 
suggested that the defendant in such an 
action would not find his reputation enhanced. 


[The End] 
Caveat to Draftsmen of Wills 





SECOND GUESSES ARE OUT 


A BEQUEST was made to testator’s 
mother of “Two thousand seven 
($2,700) dollars.” Did she get $2,700 
or $2,007? Lack of evidence as to the 
testator’s intention regarding the amount 
of the legacy led the New York Sur- 
rogate’s Court to award the lesser 
sum. Was she entitled to $693 more? 
The court said: “No case has been 
cited by the parties nor has the court’s 
independent research disclosed any 
involving a mistake such as this in a 
will.” Such errors may be common 
but are perhaps settled out of court. 
—In re Arrington, CCH Trust AND 
Estate LAW REporTs {[ 42,523. 


HOLOGRAPHIC WILL was 

pasted on the bottom of a sheet of 
paper containing an earlier will and a 
codicil of the writer which were writ- 
ten entirely by him and signed by him 
at the end. 


The appended material was not 
signed at the bottom by the testator 
but began thus: “I F, P,. Maxwell 
of Buckhannon Co West Va being 
of sound disposing mind hereby make 
publish and declare this to be my last 
will & testament, hereby revoke all 
wills by me at any time heretofore 
maid.” The will went on to dispose of 
all the writer’s property and concluded 
with this provision: “S. R. Harrison 
Exec & Jr Young Attorney This 11 
Feb 1946.” The court held that the 
instrument did not satisfy the statu- 
tory requirement as it was not signed 
by the writer in such a manner as to 
make it manifest that his name was 
intended as his signature.—Black v. Max- 
well, CCH Trust AND EstaTtE LAw 
ReEporTS (1947-1949 Cases) f 39,615. 


CASUAL STATEMENT made in 

a “thank you” letter that the writer 
would like the addressee to have all 
the writer’s property upon the latter’s 
death was not entitled to probate as a 
will as it lacked testamentary intent. 
—Craig v. McVey, CCH Trust ann 
EstaTE LAw_ Reports’ (1947-1949 
Cases) ¥ 39,374. 
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STATE TAX NIGHT—The picture above was taken at the State Tax Night dinner of 
the Federal Tax Forum, Inc., held April 19 at the Hotel Roosevelt, New York City. 
On the dais, right background, are: Paul D. Seghers, founder, Federal Tax Forum; 
Walter J. Kress, Tax Equalization Board, Pennsylvania; Alfred S. Pellard, second 
vice president, Federal Tax Forum; William F. Connelly, Tax Commissioner, Connecti- 
cut; Walter W. Walsh, toastmaster, former Tax Commissioner, Connecticut; William 


state. When I receive an opinion or‘com- 
ment from that department, I shall be glad 
to advise you.—Eugene G, Shaw, Commis- 
sioner of Revenue. 


Ohio: The taxing statutes of Ohio do not 
tax on the mere privilege of 
doing an exclusively interstate business. This 
decision will therefore not create any prob- 
lems in the administration of the Ohio tax 
laws.—John W. Pick, Tax Commissioner. 


Pennsylvania: We have not as yet issued 
any ruling or statement concerning the 
Spector Motor Service, Inc. v. O’Connor case 


(71 S. Ct. 508). 
472 


impose a 


Our legal staff is now considering the 
many implications of this important case, 
as it affects the corporate: tax policies of 
the Commonwealth of Pennsylvania. We 
hope to complete our study and analysis 
in the near future—Otto F. Messner, Sec- 
retary of Revenue. 


South Dakota: I do not feel that the de- 
cision in the Spector Motor case will ma- 
terially affect South Dakota. We do not 
impose any such type of business tax, and 
our net income tax was repealed in 1942. 

South Dakota does have a retail occupa- 
tional sales tax complemented by a use tax. 
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A. Sutherland, guest of honor and principal speaker, president of the National Tax 
Association; Robert S. Holzman, president, Federal Tax Forum; Spencer E. Bates, presi- 
dent, New York State Tax Commission; Henry F. Long, Commissioner of Corporations 
and Taxation, Massachusetts; Edward S. Short, vice president, Federal Tax Forum; 


Aaron K. Neeld, Division of Taxation, New Jersey; and John M. Merts, treasurer, 
Federal Tax Forum. 


Under the Use Tax Act a vendor maintain- 
ing his place of business outside the state 
and making sales of merchandise which is 
deiivered by common carrier is recognized 
as operating in interstate commerce. 


The Use Tax Act provides that where 
an outside vendor employs agents, sales- 
men, solicitors or canvassers temporarily or 
permanently in the state, he may be re- 
quired to register and collect the use tax 
for the state. If the vendor fails to register, 
any agent, salesman, solicitor, canvasser or 
other representative can be required to 
register on his own under the Occupational 


Tax-Wise 


Retail Sales Tax Law and is held liable 
for sales tax on all orders taken or sales 
made.—W. R. Wilder, Director of Taxation. 


Tennessee: Tennessee’s Commissioner of 
Finance and Taxation has not issued any 
ruling or statement of any nature as a result 
of the decision in the Spector Motor case. 


We do not anticipate that any ruling will 
be necessary, since it is not felt that the 
administration of our corporation tax laws 
is in conflict with the decision in the Spector 
case.—Shields Wilson, Director, Franchise, 
Excise Tax Division, Department of Finance 
and Taxation. 
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Vermont: The Spector Motor case and its 
implications are tremendously interesting 
to me because of the pendency before the 
Vermont Supreme Court of an appeal by 
Jacob Rupert Inc. from a finding of the 
Commissioner of Taxes of liability for the 
payment of a franchise tax on the privilege 
of doing business in Vermont. The Su- 
preme Court finding, reversing as it did 
what had been an obvious trend in recent 
years, may have deleterious effects on the 
claims of the state—Leonard W. Morrison, 
Commissioner of Taxes. 


Virginia: I have carefully read both the 
majority and the minority opinions in the 
Spector Motor case. I have reached the con- 
clusion that the case has no effect upon 
the administration of the Virginia corpo- 
ration income tax, which is an income tax 
pure and simple, nor can I see wherein the 
case affects in any new way any of the 
other Virginia taxes—C. H. Morrissett, 
State Tax Commissioner. 


Washington: Thus far the Washington 
Tax Commission has issued no statement 
in connection with the recently decided 
Spector Motor case. We naturally feel that 
the dissenting opinion of Justice Clark states 
the better law, but that offers slight comfort 
inasmuch as dissenting opinions, unless in 
the course of time they are converted into ma- 
jority opinions, do not control administration. 


We have in the State of Washington what 
is known as a business-and-occupation tax 
measured generally by gross receipts of per- 
sons, firms and corporations engaged in 
business in the state. We do not believe 
that the Spector Motor case will have any 
effect, in so far as that tax is concerned, as 
we have never attempted to apply the tax 
to companies doing an exclusively inter- 
state business in Washington. We have, 
however, encountered much difficulty in the 
administration of the tax as to taxpayers 
engaged in mixed local and interstate com- 
merce. At the present time we have pend- 
ing in our state supreme court a case which 
involves many of the same questions as 
were involved in the Norton case which 
arose in the State of Illinois and was re- 
cently decided by the United States Su- 
preme Court (2 stc { 200-043, 71 S. Ct. 
377). The primary question is whether or 
not the State of Washington may include 
in its measure of tax on a foreign corpora- 
tion doing business in the state and with 
branch offices here gross proceeds of sales 
derived from transactions whereby orders 
for goods are sent direct to the factory in 
the East by Washington customers and the 
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goods are in turn shipped by carrier direct 
to the customers from the eastern factory. 
We anticipate an unfavorable decision on 
this phase of the case in view of the holding 
in the Norton case. 

We believe that the Spector Motor case, 
however, will have a direct bearing on any 
attempt to enforce our recently enacted cor- 
poration franchise tax against foreign cor- 
porations doing an exclusively interstate 
business in Washington. The Spector Motor 
case was decided on the theory that the 
Connecticut tax was,imposed upon the 
privilege of doing business as a corporation 
in the State of Connecticut, and that is ex- 
actly the nature of our new corporation 
franchise tax. It is a tax imposed upon cor- 
porations for the privilege of doing business 
in Washington in corporate form. I may 
add that the constitutionality of the new 
corporation franchise tax is now being chal- 
lenged in our courts on the basis that it 
imposes a tax directly upon income and 
that since income has been construed as 
property, the act violates the uniformity 
clause of our constitution —E. W. Anderson, 
Commissioner, Tax Commission. 


Wisconsin: It is our opinion that the 
Spector decision precludes the imposition of 
a state franchise tax on an exclusively inter- 
state business for the reason that Congress 
has the exclusive power to tax the privilege 
of engaging in interstate commerce. The 
Wisconsin income tax is not a franchise 
tax, as payment of the Wisconsin tax is 
not a condition precedent to the obtaining of a 
franchise or privilege to do business in 
Wisconsin. Wisconsin has what is known 
as a straight income tax. In view of 
the fact that the United States Sup- 
reme Court (328 U. S. 823) sustained 
the decision of the California Supreme Court 
in the case of West Publishing Company v. 
McColgan, 27 Cal. (2d) 705, 166 Pac. (2d) 
861 (1946), in which decision the California 
court held that a tax on net income derived 
from interstate commerce, as distinguished 
from a tax on the privilege of engaging in 
such commerce, did not conflict with the 
commerce clause of the federal Constitution, 
and in view of the further fact that there 
is no indication in the Spector decision of 
an intention by the Court to set aside its 
decision in the West Publishing Company 
case, we conclude that the commerce clause 
of the federal Constitution as interpreted in 
the Spector decision does not preclude Wis- 
consin from imposition of its income tax 
on income derived from the Wisconsin opera- 
tions of an interstate business——Arthur B. 
Barber, Tax Counsel, Department of Taxation. 


June, 1951 @ TAXES — The Tax Magazine 





ics). ae ta s 


Taxing Profits 
as Capital Gains 


By JAMES P. REEVES . . . THIS NEW YORK CITY ATTORNEY EXPLAINS THE TAX 
ASPECTS OF SELLING A BUSINESS AND LOOKING TO ITS FUTURE PROFITS 
UNDER THE BUYER’S MANAGEMENT FOR PAYMENT OF THE INTEREST SOLD 


pesmi a business sometimes raises 
\” the problem of whether a seller can 
safely accept a small amount of cash coupled 
with an agreement permitting the seller to 
share in the profits of the business to he 
earned in future years. Naturally, the eco- 
nomic aspects are of prime importance. 
Of equal importance, however, are the tax 
aspects, which may prove determinative in 
considering whether the seller should ac- 
cept the offer. Sometimes this is the only 
kind of a deal that can be made. For ex- 
ample, when a buyer is unable to make a 
large cash investment and when a lack of 
tangible property precludes mortgage financ- 
ing, payment of the price from future profits 
may be the only workable solution. Such 
a plan may be feasible when an older man 
in contemplation of retirement from busi- 
ness wishes to sell to a younger man who, 


unfortunately, has lots of vigor but little 
capital. 


Where the value of a business is uncer- 
tain, the device of letting the seller share in 
future profits may be resorted to. Thus, in 
1941 the partners of a well-known stock 
brokerage firm located in New York de- 
cided to sell their brokerage business. In 
accordance with two separate agreements 
they arranged to sell the main office and 
local branches to one large brokerage firm 
and the out-of-town branches to a large 
wire house. Both provided that the buyer 
should invest some cash and, in addition, 
allow the seller to share in the net profits, 
derived from the transferred business, that 
might be earned during the following four 
years. Profits were to be calculated in ac- 
cordance with a formula which took into 


Taxing Profits as Capital Gains 


account income derived from interest earned 
by the firm from customers’ debit accounts, 
as well as commission business. 


The seller assigned valuable real estate 
leases, customers’ accounts including debit 
balances, furniture and fixtures, and good 
will. It was also arranged for office per- 
sonnel and account executives to work for 
the purchasers. Stock brokerage seats were 
not included in the sale. The partners of 
the selling firm did not immediately dis- 
solve the partnership but continued the 
same for the purpose of collecting and dis- 
tributing among the partners the money re- 
ceived annually from the purchasers. The 
stock exchange seat was used for floor 
brokerage. 


Pursuant to the terms of the agreement 
the sellers subsequently received their share 
of commissions and interest earned on 
customers’ debit balances and reported the 
receipts as capital gains on their income 
tax returns. On audit, the internal revenue 
agent treated the share of profits and in- 
terest received as ordinary income and 
assessed a deficiency tax. 


The legal point involved was, of course, 
whether the payment of a share of the 
profits of their business by the purchasers 
was ordinary income or capital gains to 
the seller. The agent, in ruling against the 
seller, appeared to predicate his decision 
upon an argument that one of the buyers 
had treated the payments as an ordinary 
business deduction in filing its return and 
that since the deduction had been allowed 
by the revenue agent auditing one of the 
buyer’s returns, the payments must be 
treated as income in the present audit. On 
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review, however, the conference board was 
persuaded to reverse the agent’s decision 
and ruled that the seller was correct in 
treating the share of income received as a 
capital gain. 


Law Involved 


In considering the “sale with a right to 
share profits” transaction, let us review the 
more salient segments of the law involved. 


If the seller sold a partnership interest, 
the proceeds of sale are to be treated under 
the capital gains provisions of the Internal 
Revenue Code. (McClellan v. Commissioner, 
41-1 ustc 7 9278, 117 F, (2d) 988 (CCA-2); 
Commissioner v. Shapiro, 42-1 ustc { 9260, 
125 F. (2d) 532 (CCA-6); Landreth v. U. S., 
47-1 ustc 9144, 70 F. Supp. 991 (DC 
N. D.); Munson v. Commissioner, 38-2 ustc 
7 9260, 100 F. (2d) 363 (CCA-2).) Such 
proceeds are not taxable as ordinary in- 
come. It is well to note that this is not 
true if an individual entrepreneur sells his 
interest in a business. (In that case the 
character of the individual assets sold is 
determinative. Only the capital items will 
be treated as capital gains, and gains de- 
rived from noncapital assets, for instance, 
inventory appreciation, will be taxed as 
ordinary income. (Williams v. McGowan, 


46-1 ustc J 9120, 152 F. (2d) 570 (CCA-2).) 
Furthermore, the burden is on the tax- 
payer to prove which part of the sale price 
is allocable between capital and noncapital 
items disposed of.) 


The same rule which applies to the sale 
of a private entrepreneur’s interest in a 
business applies in instances where firm 
assets of a partnership, as distinguished 
from the partnership interest itself, is sold. 
Where only assets are sold, the noncapital 
items will be treated as ordinary income 
and the burden is on the taxpayer to prove 
which part of the total price was paid for 
each asset. . 


Returning now to the argument with the 
Bureau of Internal Revenue concerning the 
broker’s share of the buyer’s profits, the con- 
feree, at first, argued that since the tax- 
payer was not able to allocate and divide 
the purchase price between the different 
assets disposed of, the price received must 
be treated as ordinary income in the years 
in which it was received. The taxpayer, on 
the other hand, contended that since the 
only item of value sold was good will and 
since good will is a capital asset, all the 
money received must be treated as capital 
gain. (Compare Newton v. Commissioner, 
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CCH Dec. 16,805, 12 TC 204 (1949), where 
the price paid for good will was minute and 
could not be proved. The Tax Court 
reached an opposite result.) 


Eventually the case of Newburger, CCH 
Dec. 17,138, 13 TC 232 (1949), was de- 
cided and, on the basis of the Newburger 
decision, the conferee ruled for the taxpayer. 
In the Newburger case a New York broker- 
age firm disposed of its Philadelphia branch 
pursuant to an agreement whereby the 
Philadelphia partners would receive the 
assets and records belonging to the Phila- 
delphia office, and a new firm organized 
by the Philadelphia partners agreed to 
pay the New York partners a percentage 
of commissions earned, based on a formula 
involving established earnings ratios. Sub- 
sequently, the new Philadelphia firm paid 
the New York partnership a percentage 
of gross commissions and sought to deduct 
such items on its income tax return as a 
business expense under Code Section 23 
(a) (1) (A). The Commissioner disallowed 
the deduction and argued that the payments 
were made in acquisition of a capital asset 
and were not, therefore, a legitimate busi- 
ness deduction. This decision was affirmed 
by the Tax Court. 


Open Transactions 


In arranging to sell a business where the 
price to be paid is to be received from a 
share of future profits, the seller must 
observe certain precautions. If the seller 
desires the income to be taxable as a capital 
gain in the year received, the transaction 
must be what the courts call an “open 
transaction.” That is, as of date of sale, 
it must be impossible to know or determine 
the exact amount of the payment or pay- 
ments which will be received. For instance, 
in the stock brokerage cases discussed 
herein, until net profits each year could be 
calculated by the buyers it would be im- 
possible for anyone to determine how much 
the seller would eventually receive. At the 
time of sale no exact appraisal could be 
made of the value of the seller’s contract. 
The transaction remained “open.” The 
theory upon which future profits are taxed 
as capital gains in the year in which re- 
ceived is predicated upon the impossibility 
of placing an immediate valuation upon the 
right to receive such profits. Such a trans- 
action is referred to by the courts as being 
an “open transaction.” 


Burnet v. Logan, 2 ustc J 736, 283 U. S. 
404 (1931), decided by the Supreme Court 
(Continued on page 495) 


June, 1951 @ TA XES— The Tax Magazine 














When Drafting Wills 


Visualize the Tax Results 


HE DRAFTING of a will involves the 

determination of future events. It in- 
volves not the answer to any specific ques- 
tion but rather the building up of a document 
which trespasses upon numerous questions. 
The customary and common approach to 
the problem is an attempt to carry out the 
testator’s intentions. Too often the result 
of this approach is that important tax sav- 
ings which might have been effected are 
overlooked. A restatement of some of the 
important tax savings which are available 
under various circumstances should help 
to consolidate such problems into a definite 
tax approach. Theories alone are often 
overlooked unless a_ specific problem is 
pointed out. As an aid and in order better 
to visualize the theories, clauses illustrating 
the principles involved have been added to 
this article. 


Life Estate 


A large estate is quickly depleted by the 
estate tax toll exacted as the property 
passes over life’s bridges from one genera- 
tion to the other. There are means of 
fording some streams without payment of 
the toll. One of the standard devices is the 
use of the life estate, with remainder over 
to another. This method can be seriously 
considered in those cases where the testa- 
tor’s primary beneficiaries have ample re- 
sources and there is little likelihood that they 


1 Frew v. Bowers, 1 ustc 7 181, 12 F. (2d) 625 
(CCA-2, 1926). 


2If the son dies within five years from the 
date of his father’s death, a deduction for pre- 
viously taxed property can be had under Code 
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will be in need of the corpus of the estate. 
Thus, if the income from all or a part of the 
property will satisfy the beneficiaries’ needs, 
the property can be safely tied up in a trust. 
-The tax-saving feature of a trust is 
grounded in the fact that a life estate, 
created by one other than the life tenant, 
is not includible in the gross estate of the 
life tenant at the time of his death” By 
way of example, if a testator .bequeaths 
property to his son and subsequently the 
son dies, leaving the property to the tes- 
tator’s grandson, the property received by 
the grandson has been diminished by two 
successive estate taxes*—the first on the 
testator’s estate and the second on the 
estate of his son. On the other hand, by 
creating a trust with income to his son for 
life and remainder to his grandson, the 
testator will succeed in passing his property 
through two generations with the impo- 
sition of but one estate tax, that on the 
testator’s estate. No estate tax will become 
payable on the son’s death, as his interest 
in the property will have terminated with 
his death. The grandchild would then get 
his vested remainder, created by the tes- 
tator, free of further tax. 


The following form illustrates the use of 
a life estate with remainder over to others. 


Form.—‘All the rest, residue and remain- 
der of my property, real, personal or mixed, 
of which I may die seized or possessed, or 
to which I may in any way be entitled at 


Section 812 (c). This deduction is not allow- 
able if the property was received from a prior 
decedent who died after December 31, 1947, and 


was, at the time of such death, the decedent’s 
spouse. 
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Will of Calvin Coolidge 


“Not unmindful of my son, John, 
| give all my estate both real and 
personal to my wife, Grace Coolidge, 
in fee simple. 


“Drawn at Washington, District 
of Columbia, this twentieth day De- 
cember, A. D. Nineteen Hundred 
and Twenty six. 

“Calvin Coolidge 


“Signed by us on the date above 
in the presence of the testator and 
of each other as witnesses to same 
and the signature thereto: 


“Everett Sanders 
“Edward T. Clark 
“Erwin C. Geissen”’ 


the time of my death, or to which my estate 
may hereafter become entitled I give, de- 
vise and bequeath to my trustees, herein- 
after named, in trust, to invest and reinvest 
the same and to collect and receive the 
issues, profits and income thereof, and, after 
deducting all proper and necessary charges 
or expenses arising in connection therewith, 
to pay the net income thereof to my son, 
a .., every year in as nearly quarter- 
annual installments as said trustees may 
determine for and during his natural life, 
and upon his decease to pay over the princi- 
pal of said trust fund, together with all 
interest and income earned and accrued 
and unpaid, to my son’s issue, per stirpes.” 


Contingent Remainder 


Should the testator desire to give his 
son the income of a trust fund until he 
reaches thirty years of age, at which time 
he is to obtain the principal, the use of the 
contingent remainder should not be over- 
looked. A contingent interest in another’s 
estate, terminated by the death of the owner 
of such contingent interest, is not includible 
in the gross estate of the owner of such 
interest.* Thus, if the testator bequeaths 
property in trust to his son until the son attains 
the age of thirty years, at which time he is 


3 Commissioner v. Rosser, 1933 CCH Standard 
Federal Tax Reports { 9225, 64 F. (2d) 631 
(CCA-3). 


‘Burton, CCH Dec. 15,783(M), 6 TCM 495 
(1947). 
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to receive the principal of the trust, and 
the son dies before he reaches the age of 
thirty years, the corpus of-the trust would 
be includible in the son’s gross estate. 
However, if the testator also provides that 
in the event that his son dies before he 
reaches the age of thirty years the corpus 
of the trust shall go to his daughter, if the 
son does die before thirty years of age, the 
daughter will inherit the property from 
the testator, and there will be no additional 
estate tax upon the death of the son. This 
example is but one of the many ways in 
which the use of the contingent remainder 
may be effectively used to avoid multiple 
estate taxes. 

It might be noted in this connection that 
the construction of wills and the question of 
whether a remainder interest is vested or 
contingent involves property rights, as to 
which the local law of the state is deter- 
minative.* The decisions of a state court 
settling property rights must be given full 
effect by a federal coust.5 However, in 
order to be given such effect the decision 
must be rendered in a proceeding present- 
ing a real controversy and one which settles 
issues regularly presented. It must not 
be in any sense a consent decree which 
is “collusive in the sense that all parties 
joined in a submission of the issues and 
sought a decision which would adversely af- 
fect the Government’s right to additional tax.” ° 

The following form illustrates the use of 
a contingent remainder. 


Form.—“I give, devise and bequeath to 
my trustees, hereinafter named, the sum of 
$ , in trust to invest and reinvest 
the same and to collect and receive the 
issues, profits and income thereof and, after 
deducting all proper and necessary charges 
and expenses arising in connection there- 
with, to pay the net income thereof to my 

, every year, in as nearly 
quarter-annual installments as said trus- 
tees may determine, until my said son shall 
attain the age of thirty years; and if he 
shall attain the age of thirty years, then 
upon his attaining the said age of thirty years, 
to pay over to my said son the principal 
of said trust fund, together with all undis- 
tributed income, provided, however, that 
should my son die prior to attaining the 
said age of thirty years, then and in that 
event, I direct that upon his death the 


5 Freuler v. Helvering, 4 ustc J 1213, 291 U. S. 
35 (1934); Blair v. Commissioner, 37-1 vustc 
9083, 300 U. S. 5; Helvering v. Rhodes, 41-1 
ustc § 10,019, 117 F. (2d) 509 (CCA-8). 

® Green, CCH Dec. 15,246, 7 TC 263 (1946); 
Milner, CCH Dec. 15,118, 6 TC 874 (1946). 
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principal of this trust fund shall be Paid 
over to my daughter, 


Power of Appointment 


The use of the estate tax-saving features 
of the life estate or ‘contingent remainder 
may appeal to a testator, but, and there is 
perhaps always a “but,” the inflexible pro- 
visions of such arrangements may not be 
to his liking. He may have more confidence 
in the ability and integrity of his primary 
beneficiaries to carry out his wishes than he 
has in ‘the possibility that his will would 
properly reflect his intentions under varied 
future economic changes. He may also 
have doubts as to whether some of his 
ultimate beneficiaries will continue to merit 
his consideration, judged of course by his 
own concepts of what they should be to 
merit such consideration. The use of a 
“tax-free” power may be the answer to 
such a testator. 


Initially, it should be pointed out that the 
term “powers of appointment” includes all 
powers which are in substance and effect 
powers of appointment, regardless of the 
nomenclature used in creating the power 
and of local property-law connotations. 
Except for the two situations hereinafter 
mentioned, the possession by a donee of a 
power of appointment at his death will 
cause the value of the corpus of the property 
which is subject to such power of appoint- 
ment to be included in the gross estate of 
the donee at the time of his death. Thus, 
if the testator makes a bequest of his 
property in trust, providing that the income 
thereof is to be paid to A for life and the 
corpus is to go to such person as A shall 
direct in his last will, upon A’s death the 
value of such trust property will be in- 
cludible in A’s gross estate regardless of 
whether or not A exercised the power.’ 


Granting to a life beneficiary the right 
to appropriate principal is equivalent ordi- 
narily to a power of appointment. For 
example, if a testator bequeaths property in 
trust for the life of his son, with a power 
in the son to appropriate or consume the 
principal of the trust, and provides that 
upon the death of the son the remainder 
of the principal is to go to A, the son has a 
power of appointment, and the corpus of 
the trust, subject to the son’s power, will 
upon his death be includible in his gross 
estate.® This result follows regardless of 
whether or not the son appropriated or 
consumed any part of the principal during 


™ Code Section 811 (f) (1). 
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No Rubber Stamp Court 


The California Supreme Court has 
held that where words were inserted 
with a rubber stamp in a will in- 
tended to be holographic, the will 
cannot be considered good. In 
In re Thorn's Estate, CCH Trust and 
Estate Law Reports { 4056, 192 
Pac. 19, 183 Calif. 512, the name 
of a park was inserted with a rub- 
ber stamp as part of the description 
of the land devised. Though the 
words were added before the will 
was signed and though the park was 
identifiable without the stamped 
words, the court held that the will 
did not comply with the requirement 
that a holographic will be written 
entirely by the testator in his own 
handwriting. 





his life. The principal of this trust will be 
depleted by a double estate.tax before A, 
the remainderman, will receive the principal. 


There are two types of powers the exer- 
cise of which by a donee during his life or 
the possession of which at the time of his 
death will not cause the corpus of the trust 
to be includible in the donee’s gross estate 
at the time of his death. Apparently to 
make sure that these exempt powers are not 
enlarged by judicial construction, the Code 
declares that all powers of appointment 
are “taxable.” In defining “power of ap- 
pointment,” the Code then states that it 
means “any power to appoint exercisable 
by the decedent either alone or in con- 
junction with any person, except . . bg 
The two exceptions mentioned are classified 
as powers to appoint. Thus, granting to a 
beneficiary a power to appoint the corpus 
of the trust which comes within either of 
the two exceptions will prevent the assess- 
ment of a second estate tax on the corpus 
of the trust at the time of the death of 
the donee of the power. The exceptions are: 


Exception 1: If the power to appoint 
is not exercisable to any extent for the 
benefit of the deceased, his estate, his creditors 
or the creditors of his estate and if it is 
exercisable in favor of only one or more 
other persons or objects in the follow- 
ing classes: 


8 Regulations 105, Section 81.24(b) (1). 


(a) Spouse of the donee of the power; 
(b) Spouse of the donor of the power; 


(c) Descendants of the donee of the 
power or his spouse; 

(d) Descendants (other than donee of 
the power) of the donor of the power or 
his spouse; 

(e) Spouses of descendants mentioned in 
(c) or (d); 

(f) Certain 
organizations. 


religious, charitable, etc., 


Exception 2: If the power to appoint 
is not exercisable to any extent for the 
benefit of the deceased, his estate, his 
creditors or the creditors of his estate and 
if it is exercisable in favor of only one or 
more other persons or objects within a re- 
stricted class if the deceased did not receive 
any beneficial interest, vested or contingent, 
in the property from the creator of the 
power or thereafter acquire any such interest. 


A power to appoint within a restricted 
class under Exception 2 applies to a power 
possessed by a disinterested trustee or one 
occupying a similar status to appoint within 
a relatively small class. For example, a 
power to appoint to a class composed of 
A’s children would be a power to appoint 
within a restricted class, but a power to 
appoint to anyone except A and his family 
would not be a power confined to a re- 
stricted class. A power to appoint is not 
confined to a restricted class merely because 
it is not exercisable in favor of the deceased, 
his estate, his creditors, the creditors of 
his estate or all of them. 


If a testator bequeaths property in trust, 
the income thereof to be paid to his son A 
for life and gives‘ A the power to appoint 
the corpus of the trust to such of A’s chil- 
dren or grandchildren as A may designate, 
A has received a power to appoint which 
comes within Exception 1. Upon A’s death 
and regardless of whether or not A has 
exercised the power to appoint, the corpus 
of this trust will not be includible in A’s 
estate. This example but points out the 
possibilities of drafting a power within the 
confines of the exceptions mentioned in 
the Code. In most cases the extra estate tax 
can be avoided by restricting the power 
and at the same time carrying out the 
testator’s intent. 


The following form illustrates the use of 
an “exempt” power to appoint. The use 
of this type of power will prevent the im- 
position of a second estate tax upon the 


® Code Section 812 (e) (1) (H). 
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death of the life tenant. The corpus of the 
trust will be includible only in the gross 
estate of the testator. 


Form—Exempt Power to Appoint, Re- 
stricted Class.—“I give, devise and bequeath 
to my trustees, hereinafter named, twenty- 
five per cent (25% of my residuary estate 
to hold, invest and reinvest the same for 
the term of the natural life of my son, 

, to collect the rents, 
dividends and income therefrom and, after 
all proper deductions, to pay over the net 
income to my son, 
in equal, quarter- -annual installments. Upon 
the death of my said son, my trustees shall 
pay over the then corpus of this trust to 
such person or persons as my son, 

.., shall by his last will and 
testament direct but only pursuant to the 
following power; and I hereby give to my 
son, , full power and 
authority so to dispose of the corpus of this 
trust, but only to his descendants, in such 
shares and in such manner, as my son, 

, shall by his last will 
and testament appoint, and in default of 
such appointment or insofar as he shall not 
effectually appoint all of such corpus, then 
such corpus, or the remainder thereof, shall 
be paid over by my trustees to such of 
my children as shall survive me, and the 
issue me surviving of any of my said chil- 
dren who may predecease me, per stirpes.” 


Partial Deduction 


Congress has created a special price in 
the way of estate tax savings for the happily 


married couple. Though Congressional in- 
tent, as it appears in the committee reports, 
does not bear out the fact that such was the 
purpose of the marital deduction, the law 
has such effect, for, in those cases where 
the closeness of family ties makes it imma- 
terial whether the spouse or children of 
the testator shall receive the property, 
special tax savings are available. 


The marital deduction, effective in the 
case of the estate of a citizen or resident 
of the United States dying after December 
31, 1947, allows a deduction up to fifty per 
cent of the adjusted gross estate® for the 
value of any property which was includible 
in the decedent’s gross estate and which 
passes or has passed from the decedent to 
his surviving spouse. The adjusted gross 
estate is the entire value of the gross estate 
less the following deductions: funeral ex- 
penses, administration expenses, debts of 
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decedent, mortgages and liens, and net 
losses during administration.” If a tes- 
tator bequeaths his entire estate outright 
to his wife, and the value of the gross estate 
is $200,000, and the deductions $20,000, the 
adjusted gross estate would be $180,000, the 
marital deduction $90,000 and the net estate 
$90,000 ($200,000 — [$20,000 + $90,000]). 
If the same estate were left to a son, the 
marital deduction would not be allowable, 
and the net estate would be $180,000. The 
great savings in the federal estate tax at- 
tributable to the marital deduction can be 
more clearly appreciated by comparing the 
tax on a net estate of $90,000 with that 
on a net estate of $180,000. The federal 
estate tax on an estate of $90,000 is $3,000 
as compared to a tax of $26,700 on a net 
estate of $180,000. The amount of the 
marital deduction is further limited to the 
aggregate value of the “deductible inter- 
ests” which passed from the decedent to 
his surviving spouse. Accordingly, if in 
the above example the testator bequeathed 





























































































































































| to his wife only $50,000, the marital de- 
f duction would be limited to $50,000 less the 
t amount of the estate taxes which would be 
. chargeable to the widow on such bequest. 
1 If the estate includes community prop- 
if erty, a special formula is used for computing 
e the “adjusted gross estate.”" In general, 
|- it can be stated that in such a case the value 
i of the “adjusted gross estate” is determined 
by subtracting from the value of the gross 
estate the value of the community property 
included in the gross estate and only such 
in proportionate amount of the deductions as 
ly is attributable to the noncommunity prop- 
_ erty. The effect of this, in a case in which 
S, all of the gross estate consisted of com- 
1e munity property, would be that no marital 
w deduction could be taken. Property in 
re which the surviving spouse had merely an 
oe expectant interest * is not for this purpose 
of considered as community property. 
LY, The gross estate, for the purpose of 
computing the estate tax, usually includes 
he property interests which pass by means 
nt other than the will, namely, life insurance, 
yer property held by the entirety, gifts made 
yer in contemplation of death, etc. As the 
he marital deduction is allowable for property 
ble interests includible in the gross estate, re- 
ich gardless of whether or not they pass by 
to virtue of the will, it may become necessary 
OSs in the drafting of a will to determine what 








1 Code Section 812 (e) (2) (A). 


1 Code Section 812 (e) (2) (B); Regulations 
105, Sect?fon 81.47d (b). 


2 An expectant interest is defined to be one 
which at the time of the decedent’s death would 
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property interests, other than those covered 
by the will, will be includible in the dece- 
dent’s gross est&te and for which of such 
other interests the marital deduction will 
be allowable. Life insurance, owned by 
most testators, will, with a few exceptions, 
be includible in the decedent’s gross estate. 
If the life insurance is payable outright to 
the spouse of the testator, the amount 
thereof will be allowable as a part of the 
marital deduction. 

As previously stated, one of the limita- 
tions on the amount of the marital deduc- 
tion is that it can include only the aggregate 
value of the “deductible interests’ which 
passed from the decedent to his surviving 
spouse. Generally speaking, a nonde- 
ductible interest would be a life estate or 
other interest in property which may ter- 
minate and which passes to the spouse. 
The Code states: 

“Where, upon the lapse of time, upon the 
occurren¢e of an event or contingency, or 
upon the failure of an event or contingency 
to occur, such interest passing to the sur- 
viving spouse will terminate or fail, no 
deduction shall be allowed with respect to 
such interest— 

“(i) if an interest in such property passes 
or has passed (for less than an adequate 
and full consideration in money or money’s 
worth) from the decedent to any person 
other than such surviving spouse (or the 
estate of such spouse); and 

“(ii) if by reason of such passing such 
person (or his heirs or assigns) may possess 
or enjoy any part of such property after 
such termination or failure of the interest 
so passing to the surviving spouse. . . .” 

If the interests in property which will 
pass to the spouse will include interests in 
property which may be classified as nonde- 
ductible interests, in order to estimate the 
amount of the marital deduction, the ex- 
amples set forth in the Regulations * should 
be consulted to determine if the value of 
such interests will be allowable in comput- 
ing the marital deduction. 

There are two types of interests which, 
although they would appear from the above 
definition to be nondeductible, are neverthe- 
less allowable pursuant to specific provi- 
sion in the Code.* They are a trust with 
power of appointment in the surviving 
spouse and life insurance or annuity pay- 
ments with power of appointment in the 





require the entire value of such property (and 
not merely one half thereof) to be includible 
in decedent’s gross estate. 

13 Regulations 105, Section 81.47b. 
14 Sections 812 (e) (1) (F) and (G). 


surviving spouse. In order to qualify a 
trust with a power of appointment in the 
surviving spouse for the mearital deduction, 
it must be drawn to meet the following 
five conditions: * 


(1) The surviving spouse must be entitled 
for life to all the income from the corpus 
of the trust. 


(2) Such income must be payable an- 
nually or at more frequent intervals. 


(3) The surviving spouse must have the 
power, exercisable in favor of herself or 
her estate, to appoint the entire corpus 
free of the trust. 


(4) Such power in the surviving spouse 
must be exercisable by such spouse alone 
and (whether exercisable by will or during 
life) must be exercisable in all events. 


(5) The corpus of the trust must not be 
subject to a power in any other person to 
appoint any part thereof to any person 
other than the surviving spouse. 

It can be noted at this point that in order 
to qualify a trust set up in a will for the 
marital deduction, the Code requires that 
the surviving spouse receive a “taxable” 
power of appointment. As a result, upon 
the subsequent death of the surviving spouse 
the value of the corpus of the trust sub- 
ject to this power will be includible in the 
gross estate of the surviving spouse. 


The problem confronting the draftsman 
of the will is whether to give the surviving 
spouse a “tax-free” power to appoint, so 
that the value of the corpus of the trust 
will be includible in the testator’s gross 
estate but not in the estate of the surviving 
spouse, or to give the surviving spouse a 
“taxable” power of appointment, so that a 
marital deduction for the value of the 
corpus of the trust will be available in the 
testator’s gross estate but will cause its 
inclusion in the gross estate of the surviving 
spouse. The answer necessarily depends 
upon the circumstances in each case. If 
the surviving spouse has considerable prop- 
erty it might be undesirable taxwise to have 
the testator’s property taxed in the estate 
of the surviving spouse, as the aggregate of 
taxes on both estates may be increased, and, 
accordingly, a “tax-free” power to appoint, 
which will not cause the corpus of the trust 
to be includible in the surviving spouse’s 
gross estate, may be desirable. On the 
other hand, if the surviving spouse has a 
relatively small amount of the property or 
may consume a large portion during life, 
a “taxable” power of appointment which 


18 Regulations 105, Section 81.47a (c). 
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will qualify the corpus of the trust for the 
marital deduction in the testator’s gross 
estate may be more desirable. In some 
cases the answer may be to create two 
trusts, only one of which will qualify for 
the marital deduction. 


Frequently the proceeds of a life insur- 
ance endowment or annuity contract are 
held by an insurance company pursuant to 
an election of the testator, and periodic 
payments are made to the surviving spouse. 
In order that such proceeds of insurance 
may qualify for the marital deduction, the 
terms of the contract with the insurance 
company must satisfy the following five 
conditions: * 


(1) The proceeds must be held by the 
insurer subject to an agreement either to 
pay the proceeds in installments or to pay 
interest thereon, with all such amounts pay- 
able during the life of the surviving spouse 
payable only to her. 


(2) Such installments or interest must 
be payable annually or more frequently, 
commencing not later than thirteen months 
after the decedent’s death. 


(3) The surviving spouse must have the 
power, exercisable in favor of herself or 
of her estate, to appoint all amounts so held 
by the insurer. 


(4) Such power in the surviving spouse 
must be exercisable by such spouse alone 
and (whether exercisable by will or during 
life) must be exercisable in all events. 


(5) The amounts payable under such 
contract must not be subject to a power 
in any other person to appoint any part 
thereof to any person other than the sur- 
viving spouse. 

The essential problem faced in the case 
of proceeds of insurance payable in install- 
ments is quite similar to that in the case 
of trusts set up in the testator’s will. It 
also appears that the draftsman of a will 
must of necessity consider the insurance 
problems. If the proceeds are held by the 
company with directions to pay installments 
during life to the surviving spouse and if 
upon the death of the surviving spouse the 
balance of the installments or the com- 
muted value thereof is to be paid to another, 
then, as to such proceeds, the marital de- 
duction will not be allowable, but the un- 
paid balance will not be includible in the 
gross estate of the surviving spouse upon 
his or her death. On the other hand, grant- 
ing to the surviving spouse the power to 
appoint the corpus of the proceeds will 


16 Regulations 105, Section 81.47a (d). 
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qualify such proceeds for the marital de- 
duction in the testator’s gross estate but 
cause the unpaid balance to be includible 
in the gross estate of the surviving spouse. 
Most insurance companies have refused to 
insert a clause in their policies giving the 
surviving spouse the right to appoint the 
corpus of the proceeds by will. They will, 
however, consent to a clause giving the 
surviving spouse the right to remove the 
contingent payees and to designate his or 
her estate to receive such corpus in a single 
sum at his or her death. Such a clause, if 
acceptable to the testator, canbe used to 
qualify such proceeds for the marital de- 
duction in the estate of the testator. 


The following form provides for a trust 
with a general power of appointment. The 
value of the corpus of this trust will qualify 
for the marital deduction in the testator’s 
gross estate, but its value will be includible 
in the wife’s gross estate upon her subse- 
quent death. 


Form—Trust with Power of Appoint- 
ment, Marital Deduction Allowable.—‘I 


vive, devise and bequeath to my trustees here-. 


inafter named twenty-five per cent (25%) 
of my residuary estate to hold, invest and 
reinvest the same for the term of the natural 
HYG “OF GA WEG. 4.9 os acano ec onemaae ee » © 
collect the rents, dividends and income 
therefrom and, after all proper deductions, 
to pay over the net income to my said 
Wife; .... ..., In equal, quarter- 
annual installments. ‘Upon the death of my 
said wife, my trustees shall pay over the 
then corpus of this trust to s person or 
persons, including her estate, in such shares 
and in such manner as my wife, .......... 

NY rae , may by her last will and 
testament appoint, and in default of such 
appointment or insofar as she shall not 
effectually appoint all of such corpus, then 
to such of my children, 
and 


ee rt eee ee: » as shall : survive 
me, and the issue me surviving or any of 
my said children who may predecease me, 
per stirpes. I hereby give and grant to my 
NG is es ee ee eee , the power, 
exercisable by her in her last will and testa- 
ment, to appoint the corpus of this trust 
fund to such person or persons, including 
her estate, in such shares and in such man- 
ner as she may wish.” 


Apportionment of Taxes 


The drafting of wills involves an impor- 
tant tax question in which the Commissioner 


“ Riggs v. del Drago, 42-2 ustc § 10,219, 317 
U. S. 95. 
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is not interested. The Commissioner’s 
prime concern is in determining the 
amount of the estate tax and securing its 
payment. The Commissioner takes up the 
question of the amount of the tax with 
the representatives of the estate. After 
the payment of the tax, the problem of its 
apportionment among the various bene- 
ficiaries must then be ironed out between 
the representatives of the estate and the 
various beneficiaries. Differences among 
the beneficiaries as to the respective amounts 
of the estate taxes for which they are liable 
are usually litigated in the local courts in 
an accounting proceeding involving the con- 
struction of the will. The clause providing 
for the payment of taxes is the one involved 
in such a proceeding. The large number of 
cases which have arisen over the tax clause 
attests to the grief which has been caused 
by the careless drafting of such clauses. 


It is apparent that it is not only important 
to estimate the amount of the estate, inherit- 
ance and succession taxes but also to con- 
sider the question of which of the testator’s 
beneficiaries will bear the burden of the 
payment of such taxes. If the residuary 
beneficiaries are to bear the burden of such 
taxes, care should be exercised in determin- 
ing the probable amount of such taxes and 
in providing that the payment thereof will 
not result in the residuary legatees receiv- 
ing a relatively smaller proportion of the 
estate than was intended by the testator. 


The testator may by an appropriate pro- 
vision in his will direct who shall pay these 
taxes. In the absence of any provision in 
the will, apportionment of taxes is governed 
by local law. Some states have enacted 
what are commonly called apportionment 
statutes, and the validity of such statutes 
has been upheld.“ Pursuant to these stat- 
utes, unless the will otherwise provides, all 
estate, succession and inheritance taxes as- 
sessed with respect to any property in- 
cluded in the estate of the deceased are 
equitably prorated among the persons inter- 
ested in the estate to whom such property 
is or may be transferred or to whom any 
benefit accrues. 


The federal law provides for the ap- 
portionment of the federal estate tax in 
only two cases: (1) proceeds of insurance 
upon the life of decedent which are receiv- 
able by a beneficiary other than the ex- 
ecutor; and (2) the value of property 
included in the gross estate by reason of 
a power of appointment.” The federal law 


18 Code Sections 826 (c) and (d). 





Uncle Sam Was “‘Disinherited’’ Too 


Probated as decedent’s will was a 
letter, wholly in her handwriting, 
mentioning first a loan, then referring 
to her heirs and her lack of interest 
in them, and finally stating: ‘“‘If | 
leave $5.00 or $5,000.00 | want 
the church to have it.’’—DeLapp v. 
Anderson, CCH Trust and Estate Law 
Reports (1947-1949 Cases) 138,191. 


also permits a testator to direct which bene- 
ficiaries shall be chargeable with the pay- 
ment of the federal estate tax. 


The will should specifically provide which 
of the beneficiaries shall be chargeable with 
the payment of the taxes for not only may 
the applicable apportionment statutes be 
changed but the testator may change his 
residence to another state which has a 
different or no apportionment statute. If 
the will provides that the residuary es- 
tate shall bear the burden of all taxes im- 
posed by reason of the property passing 
pursuant to the will, the beneficiaries of 
property not passing under the will but 
nevertheless includible in the decedent’s 
gross estate, namely, life insurance, gifts 
made in contemplation of death, etc., will 
not be covered by said provision and may 
have to bear their pro-rata share of the 
taxes pursuant to applicable law. 


The following two forms provide for the 
payment of all taxes with respect to any 
property includible in the decedent’s gross 
estate for tax purposes. The first form 
provides for payment of such taxes by the 
residuary legatees and the second for ap- 
portionment among all beneficiaries: 


Form—Taxes Payable Out of Residuary 


Estate.—“I direct that the amount of all 
estate, inheritance, succession, legacy and 
transfer taxes imposed by the laws of the 
United States or any state or country upon 
or with respect to any property required 
to be included in my gross estate under the 
provisions of any such law shall be paid 
out of or charged against my residuary es- 
tate by my executors, hereinafter named, 
as a part of the expenses of administering 
my estate.” 


19 Code Section 22 (b) (3): Townsend, CCH 
Dec. 16,942, 12 TC 692 (1949), aff’d 50-1 vustc 
| 9285, 181 F. (2d) 502 (CA-6). 

20 Code Section 162 (b). 


484 


Form—Taxes Apportioned Among All - 
Beneficiaries.—“I direct that the amount of 
all estate, inheritance, succession, legacy 
and transfer taxes imposed by the laws of 
the United States or any state or country 
upon or with respect to any property re- 
quired to be included in my gross estate 
under the provisions of any such law shall 
be equitably prorated among the persons 
interested in my estate to whom such prop- 
erty was, is or may be transferred or to 
whom any benefit accrues. Such proration 
shall be made in the proportion that the 
value of the property, interest or benefit 
of each such person bears to the total value 
of the property, interests and benefits re- 
ceived by all such persons interested in the 
estate.” 


Bequest Payable in Installments 


The testator may desire to bequeath to 
a beneficiary an annuity or a series of pay- 
ments extending over a number of years. 
If this is done, income tax implications 
become involved. As the fastidious testator 
may also want to know what such income 
tax problems may be, it is well to consider 
the subject. The payments may be made 
from the income or the corpus of the estate 
or testamentary trust, or from both income 
and corpus. The question arises as to who 
shall bear the burden of the income tax. 
Gifts, bequests, devises and inheritances are 
not subject to income tax. However, if the 
payments are to be made at intervals and 
are paid out of income of the property they 
are taxablegincome to the recipient.” 


If the will provides that the income is 
to be distributed to the beneficiaries, such 
income is taxable to the beneficiaries.” If 
the fiduciary has the discretion to either 
distribute the income or accumulate it, if 
it is distributed it is taxable to the bene- 
ficiary, but if it is not distributed it is tax- 
able to the estate or trust.” If pursuant 
to the terms of the will the payments can 
be made out of the corpus, to the extent 
that there is distributable income out of 
which such payments could be made, they 
are deemed to be made out of the dis- 
tributable income and to said extent any 
payments made are taxable to the bene- 
ficiary.” 

Ordinarily, payments to be made at in- 
tervals are taxable to the beneficiary. How- 
ever, the rules offer some latitude in the 


21 Code Section 162 (c). 


22 Code Section 162 (d) (1); Regulations 111, 
Section 29.162-2. 
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drafting of such a provision. If the bene- 
ficiary of such payments may be in receipt 
of other substantial income, it may be 
advisable to give the fiduciary the discre- 
tion either to distribute the income or ac- 
cumulate it. Such a provision would in 
effect enable the fiduciary to. determine 
whether the beneficiary, on the one hand, 
or the estate or trust, on the other hand, 
should bear the burden of the income tax. 


The following form, giving the trustees 
the power to pay over or accumulate the 
net income, enables the trustees to determine 
the proportion of the net income which will 
be taxable to the trust and beneficiary, re- 
spectively. 


Form—Power to Pay or Accumulate 
Income.—“So long as my son, ........... 
> Saibatacbhik pare al , shall be under the age of 
twenty years, my trustees, hereinafter 
named, may in their discretion pay over to 
him such part or all of said net income 
as in the sole discretion of my trustees shall 
be deemed advisable for the education, sup- 
port and maintenance of my said son. Any 
part of such net income not so distributed 








to my said son as aforesaid shall be ac- 
cumulated and added at the end of each 
year to the principal of this trust fund.” 


Charity 


The embittered testator who desires to 
disinherit most of the members of his 
family may present a special problem. It 
may well appear that the elimination of 
those who are to be disinherited leaves 
few or no beneficiaries to whom he can 
make bequests. Such a testator will prob- 
ably also have a grievance against the 
Treasury Department, because it is that 
department which has forced him to pay 
income taxes during most of his life. By 
leaving his estate to charitable, religious 
or educational institutions, his problem may 
be solved, for the estate obtains a deduc- 
tion equal to the amount bequeathed to 
such institutions. Thus, if all of his estate 
is so disposed of, there will be no federal 
estate tax, and he can be assured that 
neither his family nor the Treasury De- 
partment will share in his property. 


[The End] 
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a capital, loss occurred when the taxpayer 
deducted his pro rata share of a tax defi- 
ciency determined against his transferor. 


Oxford Paper Company, CCH Dec. 17,862. 
The taxpayer was entitled to depreciate for 
the remaining term of a lease, property which 
it acquired as a bonus for assuming rental 
obligations and other liabilities of the lessee 
since the transaction was not equivalent to 
a purchase. 


Waldman Estate, CCH Dec. 17,918. Where 
the estate of a deceased partner and the sur- 
viving partners agreed that the partnership 
should terminate January 31, 1946, no part 
of the partnership income for the period end- 
ing with the date of death, November 22, 
1945, was includible in the final return of 
the decedent. 


Treasury Savings Notes 


The sale of Treasury Savings Notes, Se- 
ries D, was discontinued at the close of busi- 
ness on May 14, 1951, and beginning on May 
15, 1951, new Treasury Savings Notes, Se- 
ries A, were offered for sale. The new notes 
will be receivable at par and accrued interest 
in payment of federal income, estate and 
gift taxes. 






*3 Code Section 812 (d). 
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The notes will be issued in denominations 
of $100, $500, $1,000, $5,000, $10,000, $100,000, 
$500,000 and $1,000,000. Exchange of au- 
thorized denominations from higher to lower 
may be arranged at any agency that issues 
Treasury Savings Notes, Series A. 


Employees’ Trusts 


Within the last month the Commissioner 
has issued two rulings applicable to the sub- 
ject of employees’ trusts. PS No. 67 (April 
26, 1951) explains the application of the limi- 
tations under Code Section 23 (p) (1) (A) 
to deductions for contributions under pen- 
sion or annuity plans which are established 
pursuant to union negotiated contracts. In 
general the limitations of this section are 
not affected by the use of the terminal fund- 
ing method. 


The second ruling, Mim. 6641 (May 3, 
1951), explains in detail the rules for deter- 
mining whether a deferred benefits plan is 
integrated with the Social Security Act bene- 
fits so that it would not be considered dis- 
criminatory under the Regulations. This 
ruling is issued in the light of the 1950 
amendments to the law. Mim. 5539 (July 8, 


1943) applied to the law prior to these 
amendments. 


Marital Deduction 
v. Rule Against Perpetuities 


THE ATTORNEY DRAFTING A WILL UNDER PRESENT-DAY LAWS 
SHOULD REMEMBER HE IS FIRST A LAWYER, THEN A TAX MAN 


‘UPPOSE Congress were to amend the 
\/ federal estate tax law by adding: 
“From and after 12:01 p. m. on the first 
day of January, 1951, all persons dying and 
leaving wills which have been attested to 
by only one witness may pass property to 
surviving spouses free of any and all taxes 
by reason of said death.” 

The right of Congress to pass this legis- 
lation is unquestioned, but how many states 
allow a will to become effective that has 
only one witness? The tax savings would 
be tremendous, but how many wills would 
be worth the paper on which they were 
written? This, of course, is a crude and 
improbable example of the theme of this 
article. 


Ever since the Revenue Act of 1948 was 
passed introducing the marital deduction, 
the mails have been flooded with articles, 
books, pamphlets and advice on how the 
harried taxpayer may now reduce the tax 
load on his estate. Clients have flooded the 
law offices requesting information as to how 
each of them might save some money in 
taxes by taking advantage of the benevo- 
lence of our Eighty-first Congress. 


Lawyers confronted with this onrush of 
tax-conscious testators, each demanding the 
last penny in tax savings, redrafted wills 
and trusts in unprecedented numbers. 
Many of these are now coming into the 
courts to be administered, and some curi- 
ous results have appeared because of this 
“shooting from the hip” type of draftsmanship. 


1Code Section 812 (e) (2); Spinney, “A 
Marital-Deduction Trust Nontax Formula Will 
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The most common type of marital-deduc- 
tion will involves, of course, the use of two 
trusts; one trust qualifies for the marital de- 
duction by power of appointment in the 
surviving spouse, together with a life es- 
tate in the spouse, and the other trust, with 
life estate in the surviving spouse and the 
remainder willed to the children, does not 
so qualify. The idea is to get the maximum, 
but no more, into the qualifying trust and 
to put the rest in the nonqualifying trust. 
This is easy, because the estate is just split 
in half and each half goes to a trust. How- 
ever, to get that last penny saved in taxes, 
the funeral expense, debts, widow’s allow- 
ance and costs of administration must be 
paid first. After this has been done, the 
taxes to be paid should be paid out of the 
funds allocated to the nonqualifying trust.’ 
In other words, no division between the 
trusts should be made until the adjusted 
gross estate is determined. 


While the result to be accomplished is 
relatively simple, the actual mechanics of 
draftsmanship do not present such a simple 
problem. Any will that is to endure and 
be useful until the death of the testator 
must contemplate that the testator will ac- 
quire additional assets, trade others and 
generally change both the character and 
value of the corpus between the time the 
will is drawn and its use. Therefore, it is 
impossible to accomplish with mathematical 
nicety the devolution of particular assets 
prior to death. How to escape this dilemma? 


Clause,’’ TAxES—The Tax Magazine, Septem- 
ber, 1950, p. 855. 
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The answer soon arrived in pamphlets, 
form books and services—the maximum 
marital-deduction formula! The lawyer; 
forgetting for the moment that he was 
fundamentally a lawyer and pressed by the 
testator to save that last penny in taxes, 
adopted this formula into the will to achieve 
the ultimate in tax saving. Now that the 
rush is over, let’s, as lawyers, take a look 
at that formula and put the tax matter 
out of mind. A typical example follows: 


“T give, devise and bequeath to the X 
Trust Company, and its successors, prop- 
erty, which shall be selected by my executor 
which at the inventory value shall be equal 
to one half of the amount obtained by 
deducting from the total value of my estate 
as shown by the inventory of my estate as 
approved by the Court in which my estate 
is administered, all debts, funeral expenses, 
administration expenses and the allowance 
for my widow but without deducting any 
estate, succession or inheritance taxes, 
state or federal; and in the selection as 
aforesaid of the assets for this trust my 
executor shall select only assets which 
qualify for the marital deduction in the 
Federal Estate Tax, in trust however for the 
following uses and purposes... .” 


If we stop after the word “property,” 
what kind of bequest is carried under the 
will? Any layman could answer that ques- 
tion by a simple word—nothing. It is fun- 
damental that a bequest under a will to be 


269 Corpus Juris, Section 358. 
3 Scott on Trusts, Chaps. 3, 4, 5. 
* Restatement of Trusts, Section 77. 
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effective must be definite or be able to be 
made definite. The fact that the recipient 
is a trustee of course does not alter the rule. 

Before a trust can become operative there 
must be (1) a trustee, (2) a beneficiary and 
(3) a trust res or corpus.* 

The courts will often supply number one 
when necessary and, under the doctrine of 
cy pres, will sometimes supply number two, 
but it is fundamental that number three can 
never be supplied except by the creator 
of the trust. 

Having this fundamental in mind, the 
formula seeks to supply clues as to what 
property shall constitute the trust corpus 
by setting out the procedure to be followed 
by the executor, so that, in effect, what is 
going to pass under the will to the trustee 
is in a sense controlled by the executor ac- 
cording to certain rules the testator has set out. 

As was pointed out before, a bequest need 
not be definite if it can be made definite 
(thus, a bequest of a residue). Likewise, 
the trust corpus need not be definite if it 
can be made definite within the rule 
against perpetuities.* 

The rule against perpetuities is simply 
stated by Gray in his authoritative work: * 

“No interest is good unless it must vest, 
if at all, not later than 21 years after some 
life in being at the creation of the interest.” 

This is known as the common-law rule 


and with a few exceptions is the law of the 
states of the Union.6 There is much mis- 


5 Gray, Section 201. 
6 Gray, Appendix C. 





understanding of the rule and its applica- 
tion not only among lawyers but by courts 
as well. This prolongs the difficulties. It 
is not a rule, as is commonly supposed, 
against trusts lasting too long. It involves 
the vesting of interests and puts a limit on 
the length of time during which contingen- 
cies may remain contingent and executory 
interests may shift. It is not the purpose 
of this article to probe all the ramifications 
of this very complicated rule of law—that 
has been done exhaustively by Gray—but the 
reader’s attention is directed to Professor 
Leach’s excellent summation of the rule in 
51 Harvard Law Review 638.' 


In this latter article Professor Leach clas- 
sifies the three most common traps into 
which the draftsman is likely to fall as those 
involving: (1) the fertile octogenarian; 
(2) the unborn widow; (3) the adminis- 
tration cases. 


Administration Cases 


While the first two make interesting and 
valuable reading for any draftsman, in our 
formula problem we are here interested only 
in number three. The leading example of 
this class is Johnson v. Preston’ Here, the 
testator gave her farm to a trustee to hold 
“for twenty-five years from and after the date 
of the probate of this will.’ The court held 
that the interest in the trustee was void as 
in violation of the rule, because the time 
limit of the rule is reckoned from the death 
of the testator, and since it is not absolutely 
certain that the will will be probated within 
twenty-one years from the testator’s death 
the interest may vest too remotely. This 
case has been followed and approved and 
is cited as the general rule in this category. 
Observe the similarity between this situa- 
tion and the formula where no trust corpus 
is to be selected until the payment of debts 
and costs of administration. Costs of ad- 
ministration are not known and certainly 
cannot be paid until the estate is settled 
and closed. Will that necessarily happen 
within twenty-one years from the death 
of the testator? °® 


One might say that such a strict appli- 
cation of the rule to this type of case vio- 
lates the testator’s intention and _ that, 
therefore, under the rule of construction by 


7 *‘Perpetuities in a Nutshell.”’ 

8 226 Ill. 447, 80 N. E. 1001 (Ill. S. Ct., 1907). 

®In almost all of these cases there is no men- 
tion of a life in being to be used in conjunction 
with the twenty-one years, and, therefore, only 
the twenty-one-year period is applicable. See 
51 Harvard Law Review 644. 
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the courts that requires the intention of the 
testator to be gathered from the whole in- 
strument, the formula could be saved. Let 
no man take solace in this philosophy, for 
the rule against perpetuities is not a rule 
of construction but a positive rule of law 
to be applied unmercifully, letting the chips 
fall where they will. 


“Every provision in a will is to be con- 
strued as if the Rule did not exist, and 
then to the provision so construed the rule 
is to be remorselessly applied.” * 


The very purpose of the rule is to defeat 
a testator’s intention. 


The State of Connecticut stands alone in 
its dislike of harshness. In Belfield v. Booth,” 
the testator directed a gift to become effec- 
tive fourteen years after the settlement of 
the testator’s estate. The court held that 
the executor was duty bound to close up the 
estate within seven years of death and that 
the gift would vest in time. This case has 
been criticized, its detractors saying that the 
decision simply wrote a new will for the 
testator by interpreting the time when the 
executor shall have settled the estate to read 
should settle the estate. Because of its fail- 
ure to be accepted by other states, reliance 
on this reasoning is like skating on 
very thin ice.” 


To say that estates will not be in admin- 
istration for unreasonable lengths of time 
is closing one’s eyes to reality. Certainly 
in Ohio this has been the case, for recently 
the writer observed that the United States 
District Court for the Southern District of 
Ohio found in favor of an estate in a suit 
for a refund of estate taxes where the de- 
cedent died in 1938, and this case is just 
getting under way. It is a fair supposition 
that every jurisdiction must have at least 
a few estates that never seem to get settled. 


Another problem not unrelated to the 
formula problem concerns widows with 
general powers of appointment. 


Let’s suppose the widow goes to live with 
her mother and continues to live many years 
after her husband’s decease on her life 
estate in the marital trust. As she ap- 
proaches old age she sees another lawyer 
about drafting a will. She neglects to men- 
tion her general power of appointment over 
her husband’s marital trust, and the new 


10 Gray, Section 629. 

1163 Conn. 299, 27 Atl. 585 (Conn. S. Ct. of 
Err., 1893). 

2 For an interesting collection of this type 
of case, see Kales, 6 Illinois Law Review 373. 
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lawyer doesn’t stop to inquire. She wants 
to set up a trust for her sister for life with 
remainder to her sister’s children and to 
that end leaves all her estate to the Y 
Trust Company. 

Undoubtedly this will be an exercise of 
her power, but since she had a general 
power, it dates not from her death but from 
her husband’s death. The effect of her 
action will be to cause the power to fail,” 
because the sister could have more chil- 
dren. Therefore, the rule against perpetui- 
ties is violated. To discuss all the possibilities 
and ramifications of this point, another 


Whether or not all of the writer’s con- 
clusions are sound is a question that will 
have to be hammered out in future litiga- 
tion, but that is the purpose of this article: 


‘Is the cost of the litigation going to be 


commensurate with the taxes to be saved 
by the use of the formula? Let the will 
draftsman be a lawyer first and a tax man 
second. Certainly none of us would draft 
a will which was to be witnessed by only 
one person even if it did save taxes, for 
the intention of the testator is lost. Why, 
then, to save a few dollars, should we risk 
the same result in the situations mentioned 


herein? It is respectfully proposed that the 
risk is not commensurate with the return. 
[The End] 


article would be necessary. 


AND WE QUOTE... 


Of the ninety-three million tax returns filed in collectors’ offices during 1949, 
72%4 million were income tax and excess profits tax returns and declarations. 
Approximately 250 million returns and associated documents are filed annually. 


Collections from all sources for the fiscal year ended June 30, 1949, amounted 
to approximately 40% billion dollars. The total number of individual income 
tax returns received in the collectors’ offices was approximately 53%4 million. 
During the same period over 36% million of these returns were processed as 
claims for refund together with two million additional claims on Form 843, and 
refunds to all classes of taxpayers, together with interest, were paid in the total 
amount of $2,902,000,000, while additional assessments against all classes of 
taxpayers aggregated approximately $1,891,000,000. 


The federal income tax system depends upon the fact that people will pay 
their taxes voluntarily. 


From 1947-1949, ninety-eight per cent of all the returns filed and 95.8 per 
cent of all collected taxes were, on the average, collected on a voluntary basis. 


Yet the Bureau must be prepared to enforce the filing provisions for many 
who do not file their returns voluntarily. During the fiscal year of 1948, 1,264,287 
delinquent returns of all classes were handled, and a total of over $280 million 
was collected on distraint warrents. In 1949, there were 1,411,088 delinquent 
returns, of which nearly eighty per cent related to miscellaneous taxes and employ- 
ment taxes. In this same year, distraint warrants were collected to the tune of 
3461%4 million dollars——Excerpts from “The Job of Administering the Federal 
Income Taxes,” an address by McKinley Kriegh, before a meeting of the Phila- 
delphia Chapter, Tax Executives Institute, March 28, 1951. 


The lawyer is the technician of democracy. A democracy survives on 
the judgment, the common sense, the restraint and temperance of the people. 
These great qualities and these great forces are not always self-executing. The 
lawyer is often the directing or stimulating force. I do not mean that lawyers 
are more patriotic or that they are more intelligent than others. I do mean that 
being specialists in man’s relation to man they have a particular opportunity and 
a partieular obligation, working with those relations to make democracy a vital 
and effective thing—Dean F. D. G. Ribble, “The Future Lawyer,” 24 Temple 
Law Quarterly 1 (July, 1950). 


13 Gray, Sections 948-950. 
Marital Deduction 
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Lucas v. American 
Code Company, Inc. 


When Was the Amount 
of That Loss Actually Determined? 


Tax Classics e e by Robert S. Holzman 


Adjunct Professor, New York University Graduate School of Business Administration 


CODE has been defined as “a system 

of words arbitrarily used for other words 
or phrases, to secure brevity and secrecy 
....”* For example, there is the Internal 
Revenue Code.’ 


The American Code Company publishes 
telegraphic codes which are compiled in 
book form and sold to industrial concerns 
throughout the country. On January 3, 
1919, it entered into a contract of employ- 
ment with Cosmo Farquhar for eighteen 
years, granting him a commission based 
upon the corporation’s sales. On May 1 of 
the same year he was discharged. Mr. F. 
felt that he had been dismissed wrongfully, 
and he forthwith filed suit: $1,000 for com- 
missions and $100,000 for breach of contract. 
In that year the company set up a reserve 
of $14,764.79, computed at the rates of com- 
mission in Farquhar’s contract; in 1920, 
$32,994.09 was similarly reserved on the 
books. In 1922, before the books were closed 
for 1921, a court awarded ‘the erstwhile 
sales manager $21,019.19 for breach of con- 
tract, and the reserve was adjusted accord- 
ingly. Judgment was confirmed in 1923, at 
which time payment was made. “We'll just 
deduct that payment, via a refund claim for 
1919,” announced the corporation hopefully. 
“In an excess profits tax year?” the Com- 
missioner demanded as though in surprise. 
“But def,” replied the taxpayer. “Although 
the amount of damages was determined later, 
all the facts which gave rise to the liability 
occurred in 1919. It is settled contract law, 
Mr. Commissioner, that damages are suf- 
fered when the contract is broken, and they 
are assessed at that time, their amount 
being the value of the contract to the plain- 
tiff at the time of the breach.” “Yet whether 





1 Oxford Universal English Dictionary (New 
York, Doubleday, Doran & Company, 1937), 
Vol. II, p. 335. 

* Tax practitioners will sympathize with the 
head of the Cryptographic Bureau of Military 
Intelligence in the junior World War: ‘‘Al- 
though I was to regret many times that I had 
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you’d pay at all was unpredictable in 1919,” 
the Commissioner retorted, “and tax law 
is concerned only with realized losses.” 


On February 24, 1930, Mr. Justice Bran- 
deis delivered the opinion of the Supreme 
Court: * 


“Generally speaking, the income-tax law 
is concerned only with realized losses, as 
with realized gains. . . . Exception is made 
however, in the case of losses which are so 
reasonably certain in fact and ascertainable 
in amounts as to justify their deduction, in 
certain circumstances, before they are abso- 
lutely realized. As respects losses occa- 
sioned by the taxpayer’s breach of contract, 
no definite legal test is provided by the 
statute for the determination of the year in 
which the loss is to be deducted. The gen- 
eral requirement that losses be deducted in 
the year in which they are sustained calls 
for a practical, not a’ legal test. And the 
direction that net income be computed ac- 
cording to the method of accounting regu- 
larly employed by the taxpayer is expressly 
limited to cases where the Commissioner 
believes that the accounts clearly reflect the 
net income. Much latitude for discretion is 
thus given to the administrative board charged 
with the duty of enforcing the Act. Its in- 
terpretation of the statute and the practice 
adopted by it should not be interfered with 
unless clearly unlawful. ... 


“It may be assumed that, since the Com- 
pany kept its books on the accrual basis, 
the mere fact that the exact amount of the 
liability had not been definitely fixed in 
1919 would not prevent the deduction, as a 
loss of that year, of the amount later paid. 
But here there are other obstacles. Obvi- 
ously, the mere refusal to perform a contract 





been so sanguine in my promise to reach a 
solution, I always have assumed that any code 
‘ can be solved.’’ Herbert O. Yardley, 
The American Black Chamber (Indianapolis, 
Bobbs-Merrill Company, 1931), p. 252. 

3 Lucas Vv. American Code Company, Inc., 2 
ustc { 483, 280 U. S. 445 (1930). 
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does not justify the deduction, as a loss, of 
the anticipated damages. For, even an un- 
questionable breach does not result in loss, 
if the injured party forgives or refrains from 
prosecuting the claim. And, when liability 
is contested, the institution of a suit does 
not, of itself, create certainty of loss.... 


“In the case at bar, the contract had nearly 
eighteen more years to run, at the time of 
its breach. Liability for the breach was 
denied and strenuously contested, the liti- 
gation being carried to the highest court 
of the State. The amount of the damages, 
if any, was wholly unpredictable. While the 
facts determining liability had occurred in 
the year of the breach, the amount to be 
recovered, if there was legal liability, de- 
pended in large part on the course of future 
events. Farquhar was under a duty to miti- 
gate damages. He might have procured new 
employment which would have reduced his 
recovery to a nominal amount. Or, recov- 
ery might have been reduced or defeated 
by his death. Finally, the Company did not 
accrue on its books, within the tax year, a 


liability in the estimated amount of the loss.. 


The reserve set up had no relation to the 
apprehended total loss. It constituted sim- 
ply the amount of the commissions which 
would have been payable in that year if 
Farquhar had remained in the Company’s 
employ. That the Company did not intend 
the reserve to be an accrual of the total esti- 
mated loss is clearly indicated by the fact 
that, in 1920, it charged to the reserve, to 
cover the commissions which would have 
been payable in 1920, an additional amount, 
more than double that charged in 1919, 


“The prudent business man often sets up 
reserves to cover contingent liabilities. But 
they are not allowable as deductions. The 
reserve set up by the Company was of that 
character. It cannot be said that the loss 
actually paid by the Company in 1923 was, 
as a matter of law or of undeniable fact, 
sustained in 1919. Nor did the Company 
so regard it.” 


NITING the American Code case, one 
4 writer observed: “All are familiar... 
with the rule that there must be a definite 
uncontested liability to pay before an ex- 
Pense item can be accrued.” * Of the basic 


* John W. Ahern, ‘“‘Getting the Best Effective 
Use Out of Accounting Methods and Accounting 
Periods,’ Proceedings of the New York Uni- 
versity Sixth Annual Institute on Federal Taxa- 
tion (1947) (Albany, Matthew Bender & 
Company, Inc., 1948), p. 508. 

5 Howe P. Cochran, Scientific Tax Reduction 
(New York, Funk & Wagnalls Company, 1937), 
p. 137. 
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fact of the case, it was noted that “If one 
is sued for damages, no matter how fright- 
ened he may be, he does not owe any money 
until the court reaches an adverse deci- 
sion:’* Ina broader sense, a sometime un- 
dersecretary of the Treasury cited the 
American Code case and its “battle-scarred 
principle that the income tax law is con- 
cerned only with ‘realized gains’ and ‘ascer- 
tained losses’....” ° 


A coal company wrongfully mined coal 
belonging to an individual. After judgment 
against the company and pending appeal, 
a settlement was reached. This was not 
deductible in the year of mining. “In Lucas 
v. American Code Co., supra, it was distinctly 
held that a taxpayer may not make deduc- 
tion for a given year of losses of which the 
amount was wholly unpredictable where the 
amount to be recovered, if there was any 
legal liability, depended in large part on 
the course of future events, and where the 
company had not accrued on its books, 
within the tax year, a liability in the esti- 
mated amount of the loss.”* In 1918 a 
corporation was notified that certain prop- 
erty it was using belonged to an individual, 
and the following year a court confirmed the 
individual’s title. The company paid for 
this property in 1920. No deduction was 
permitted in the earlier years. “We think 
that losses which depend on the result of 
a contested action in court cannot be said 
to be definitely fixed prior to the rendition 
of a judgment therein. ... In... [the 
American Code] case, although a reserve was 
set up on the books to meet the liability, the 
Supreme Court refused to allow the loss for 
a year previous to that in which a judgment 
fixing the amount was rendered.” ® 


The minority stockholders of a corpora- 
tion taken over in a merger sued to recover 
what they deemed fair value. The defend- 
ant resisted but set up a reserve, including 
interest. Ultimately the minority won its 
suit. The defendant sought to allocate in- 
terest over the years of litigation. “Until 
the case was finally decided, there was no 
way of ascertaining whether any liability 
would be established, or if one were estab- 
lished what would be the amount thereof. 
Where there is contingency as to whether 
any award will be made by judgment, nec- 


® Randolph Paul, Studies in Federal Taxation, 
Third Series (Cambridge, Harvard University 
Press, 1940), p. 304. 

7 Lucas v. Providence Coal Mining Company, 
1932 CCH Standard Federal Tax Reports { 9384, 
60 F. (2d) 86 (CCA-6). 

8 Daniels & Fisher Stores Company v. U. 8., 
1932 CCH Standard Federal Tax Reports { 9140, 
56 F. (2d) 477 (Ct. Cls.). 
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essarily there is a contingency as to whether 
any interest will be allowed thereon.” ® 


HERE MUST BE aan actual liability. 
A converter was under contract to deliver 
yarn at a set price, but as prices advanced, 
it appeared that a loss would result when 
the contract was completed. No deduction 
was allowed prior to. actual completion. 
“The mere refusal to perform a contract 
does not justify the deduction, as a loss, 
of the anticipated damages. . . . A person 
cannot claim to have sustained a loss be- 
fore the future fails to justify his prophecy. 
Taxes cannot be based on the contingency 
of the market.” The claim must be real. 
A buyer claimed that certain materials were 
not up to standard, and he invoiced them 
back to the seller. Negotiations were fruit- 
less. Write-off of the claim seven years later 
was disallowed. “It is a startling proposi- 
tion that a taxpayer may, for reasons of his 
own, decline to enforce a valid claim against 
a responsible concern and then assert that 
he has sustained a business loss which the 
government should share... . [The buyer] 
suggests that it might not win the suit... . 
Before a loss is deductible . . . it must be 
an actual loss which occurred during the 
taxable year.’”™ 
In 1936, a corporation’s canal overflowed 
and damaged the property of a railroad. 
Settlement was made in 1932. “The general 
rule is that losses are to be taken when 
they are realized. There is an exception to 
this rule. The exception is clearly stated 
by the Supreme Court in Lucas v. American 
Code Co... . The railroad company sus- 
tained a loss in 1930 when the flood came, 
it being the owner of the property. ... Not 
until . . . [1932] was either the fact or the 
amount of liability definitely established. 
. .. While it was unfortunate for the... 
[canal company] that this loss was realized 
in a year when other losses were incurred, 
the undisputed facts preclude any other 
finding.” 


XPERIENCE may take the place of a 
known fact. An accrual-basis corpora- 
tion could deduct from outstanding accounts 
at the end of the year certain discounts 
actually allowed in the following year. “Even 
though there be contingency as to any par- 


® Allegheny Steel Company v. U. S., 37-1 ustc 
7 1944, 18 F. Supp. 398 (Ct. Cls.). 

1 Ewing-Thomas Converting Company v. 
McCaughn, 2 ustc { 576, 43 F. (2d) 503 (CCA-3, 
1930). 

11 Lee Mercantile Company v. Commissioner, 
35-2 ustc { 9554, 79 F. (2d) 391 (CCA-10). 

12 Central Power Company v. U. S8., 42-1 ustc 
| 9457, 44 F. Supp. 596 (Ct. Cls.). 
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ticular account, if the experience of the 
company is such that upon the accounts 
taken as a whole it is possible to predict 
with substantial accuracy what the discount 
will be, a deduction in anticipation of. same 
should be allowed .... In this respect the 
case at bar differs from Lucas v. American 
Code Co. ... That case dealt with liability 
for damages arising from breach of con- 
tract, which is a matter more highly specu- 
lative than time discount; but it is to be 
noted that the Supreme Court in that case 
intimated that even liability for damages 
may be deductible in cases where it is pos- 
sible to estimate such liability with reason- 
able certainty.” Similarly, an insurance 
company claimed “accrued loss” as a deduc- 
tion, the aggregate of estimates of policy 
losses likely to be suffered in accidents re- 
ported in the taxable year. “The business 
of insurance presupposes that the insurer 
is able to treat as accurately computable 
and predictable an aggregate of variables 
no one of which is either computable or 
predictable. . Here the accrued losses 
were predictable with remarkable accuracy, 
the business of . . . [the company] being 
large enough to disregard the contingencies 
inherent in each loss to be taken alone. To 
assimilate such a situation to a single loss 
is, in Our Opinion, to close one’s eyes to the 
substance of the business. We do not think 
the American Code Case so requires.” ™* 


The form of payment may suggest a con- 
tingency rather than an actual expense. A 
cash-basis individual gave a broker notes 
to support an undermargined account. In 
a later year the account was closed out at 
a loss. “To be deductible a loss must be 
paid in cash or its equivalent. There must 
be actual depletion of the property of the 
taxpayer. The giving of a note for losses 
is not sufficient to permit a deduction. . . 
The mere liability for a loss is not sufficient 
to permit a deduction. Lucas v. American 
Code Company, supra.” * 


In the same vein, a taxpayer’s partner em- 
bezzled trust funds in one year which the 
taxpayer made good in the following year. 
As to the first year, “the mere existence 
of liability is not enough to establish a de- 
ductible loss. ... If there is liability on his 
part for the misappropriation, it does not 


13 Virginia-Lincoln Furniture Corporation v. 
Commissioner, 1932 CCH Standard Federal Tax 
Reports { 9122, 56 F. (2d) 1028 (CCA-4). 

14Ocean Accident & Guarantee Corporation, 
Ltd. v. Commissioner, 1931 CCH Standard Fed- 
eral Tax Reports { 9136, 47 F. (2d) 582 (CCA-2). 

18 Page v. Rhode Island Hospital Trust Com- 
pany, 37-1 ustc J 9138,-88 F. (2d) 192 (CCA-1). 
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create a certainty of loss, as the defalcation 
may be made good by the one who caused 
it, or the liability of the taxpayer may be 
enforced only to a limited extent or not at 
all. The requirement that losses be de- 
ducted in the year in which they are sus- 
tained calls for a practical test. The loss 
‘must be actual and present’... . Lucas v. 
American Code Company.” * 


N INDIVIDUAL sold shares at a loss, 
+<receiving the consideration, under the 
contract, over a period of years. He could 
not spread the loss in proportion to the 
payment received in each of these years. 
“The sale was completed and the loss ascer- 
tained when . . . the stock was transferred 
and cash and notes were received in. pay- 
ment therefor. Ordinarily losses are 
deductible only in the year in which they 
are sustained.” ” 

Under a 1920 law a railroad was entitled 
to an award for the period of wartime gov- 
ernment operation. The actual amount of 
the award was not determined until 1923. 
“The case does not fall within the principle 


that where the liability is undetermined in 


the tax year the taxpayer is not called upon 
to accrue any sum (Lucas v. American Code 
Co.... ), but presents the problem whether 
the taxpayer had in its own books and 
accounts data to which it could apply the 
calculations required by the statute and 
ascertain the quantum of the ‘award within 
reasonable limits. . . . Obviously the data 
had to be obtained from the railway’s books 
and accounts and from entries therein all 
made prior to March 1, 1920. These accounts 
contained all the information that could 
ever be available touching relevant expendi- 
tures.” The income was for 1920.% The 
federal Director General of Railroads took 
over a toll bridge; he claimed the tolls were 
the government’s. Later this income was 
ruled to be the taxpayer’s. It was taxable 
income in the year of settlement, since “we 
think that the event which definitely deter- 
mined the government’s liability was the 
settlement ... and that the taxable income 
in question arose then and not previously. 
See Lucas v. American Code Co. . .. These 
cases deal with expense rather than income 


items, but the applicable principle is the 
same.” ? 


16 Burnet v. Huff, 3 ustc { 1047, 288 U. S. 156 
(1933). 

11 Martin v. Commissioner, 3 ustc J 997, 61 F. 
(2d) 942 (CCA-2). 

% Continental Tie and Lumber Company v. 
U. 8., 3 uste J 937, 286 U. S. 290 (1932). 

1 Kentucky & Indiana Terminal Railroad 
Company v. Commissioner, 1931 Standard Fed- 
eral Tax Reports { 9701, 54 F. (2d) 783 (CCA-6). 
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A refund claim may involve an element 
of contingency. A packer was found to have 
derived income in 1936, the year in which 
a statute had been held unconstitutional. A 
refand claim had been filed at that time, 
although final settlement was not made for 
four years. “Claims which are subject to 
what amounts to judicial determination both 
as to liability and amount, such as in Lucas 
v. American Code Co., supra, are not accru- 
able unless special circumstances exist. The 
basis of liability may be found in the law, 
but there must exist also a reasonable cer- 
tainty that the claimant by reason of exist- 
ing facts will bring himself within the basis 
prescribed.” A jig-saw manufacturer filed 
a refund claim for federal excise taxes which 
it sought to deduct as a bad debt, since the 
statute of limitations had run. “Conceding 
that the amount of the claim is certain and 
the date of its loss is certain, the timely 
filing of the claim for refund is a condition 
precedent to recovery of the taxes. Until 
that is done the taxpayer’s claim is contin- 
gent, and it cannot therefore be treated as 
a deductible loss.” * 


A distiller accrued Pennsylvania floor 
stock tax. Before the tax was paid the law 
was ruled unconstitutional but the deduc- 
tion was permitted. “The cases which the 
Commissioner cites (e. g. Lucas v. American 
Code Co... .) in support of his argument 
that the liability for floor taxes had not 
been sufficiently determined for the years 
in questian to permit the deductions claimed 
are not in point here. ... In the case of a 
tax, when the taxpayer recognizes his lia- 
bility by accruing it on his books in the 
proper amount, the accrual may be said to 
be complete for all current accounting pur- 
poses.” * 


The rationale has been applied to tax 
liability. An accrual-basis corporation sought 
to deduct back British income taxes in the 
year of payment, since liability previously 
had been denied. “All that was necessary 


... [here] to make ... [the income tax] 
effective was the applicable conditions. If 
these conditions in fact obtained, the ele- 
ment of contingency was lacking. . . . Cer- 
tainly, as we think, . . . [the company] 
better than anyone else knew the fact as 
well as the existence of its liability, and 


2 Durr Packing Company, Inc. v. Shaugh- 
nessy, 48-2 ustc { 9390, 81 F. Supp. 33 (DC 
W.. ¥.). 

21 Bradley Company v. U. 8., 45-1 ustc { 9120, 
146 F. (2d) 541 (CCA-1, 1944). 

22 Dougherty’s Sons, Inc. v. Commisioner, 41-2 
ustc { 9562, 121 F. (2d) 700 (CCA-3). 





equally certainly it should not be heard 
later to say that the debt had not accrued 
because without more it elected to contest it.” * 


ONTINGENT compensation arrange- 

4 ments beget the same problem of de- 
ductibility by the employer. A corporation 
took out a policy under which a specified 
employee was to be paid an annuity, start- 
ing in ten years. Until that time, the em- 
ployee had no rights in the policy, they 
being vested in the corporation which, how- 
ever, was allowed no current deductions. 
The employer “had incurred no enforce- 
able obligation, contractual or otherwise, 
to its employee . .. to pay annually the 
premium called for in the policy. ... The 
principle is well established that the mere 
fact that a prudent business man sets up 
reserves to meet contingent liabilities does 
not mean that they are allowable as deduc- 
tions. Lucas v. American Code Co... .”™ 


Resolutions authorized payment to a cor- 
porate president of a set salary plus two per 
cent of net sales, which percentage would 
not be paid so long as the company was 
indebted to finance companies and in no 
event till the succeeding year. “It seems 


to us quite certain that the liability here is 
‘reasonably certain 


neither in fact’, nor 
‘ascertainable in amount’. Furthermore, the 
company apparently did not regard it as so 
fixed as to justify entering it on its books 
within the tax year. This circumstance alone 
has been treated as having some bearing on 
the right to claim a deduction. Lucas v. 
American Code Co....”* 
One corporation reflected the compensation 
of an officer but the directors disputed the 
method of computation (he happened to be 
the accountant also). In a later year they 
agreed that the mathematics were correct 
and he was paid, but the company could not 
take the deduction in the earlier year. “It 
is true that . .. [the compensation] was 
entered upon the books in that year by... 
[this officer’s] directions, but this was dis- 
approved by the directors and a counter- 
balancing entry was made upon the books 


23 Russell-Miller. Milling Company v. Helver- 
ing, 4 ustc { 1232, 69 F. (2d) 392 (CA of D. C., 
1934). 

24 Wilcox Investment Company, 
13,798, 3 TC 458 (1944). 

% Commissioner v. Brooklyn Radio Service 
Corporation, 35-2 ustrc { 9648, 79 F. (2d) 833 
(CCA-2). 

2 Hderer Net & Twine Company v. U. S., 
1934 CCH Standard Federal Tax Reports { 9332, 
7 F. Supp. 282 (Ct. Cls.). 
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The books of 


by their directions. The dispute as to whether 
... [he] was entitled to the sum he claimed 
was not settled until some time. . . [later] 
and he was not given credit for the disputed 
item until ... [a subsequent year].”™ 


A cash-basis individual was the owner of 
an interest in coal properties, the lessee 
paying royalties twenty days after the close 
of each quarter. No income was reportable 
at the time of the mining operation. “Such 
entries upon the books of her debtor were 
evidential of amounts due and payable to 
her in the future and nothing more. Like 
other promises to pay money in the future, 
realization was contingent upon many things, 
the principal of which was the ability of 
the promissor to fulfill the obligation. Such 
book entries were not in any proper sense 
equivalent to cash.” * 


S TO BAD DEBTS: “It is well estab- 

lished that there is no fixed formula for 
determining the year in whfth a deductible 
loss was sustained. When and/or whether 
a debt became worthless is a question of 
fact whose answer does not lie in any stere- 
otyped test, but in an examination of all the 


circumstances. Lucas v. American Code Co. 
99 28 


Analogous to bad debts is worthless stock. 
An individual advanced funds to a corpora- 
tion from 1925 to 1937; he claimed his 
stock as worthless in 1937. In 1929 the 
business was substantially closed up, but 
dissolution was not effected until eight years 
later, at which time the deduction was al- 
lowed. “It is one thing to say, casually, that 
the loss actually occurred, contrary to... 
[the individual’s] contention, long before 
1937; it is quite another to suggest a spe- 
cific year. We think the tax law was not 
intended to trap the taxpayer in such a 
hopeless dilemma, merely because he was 
optimistic and hopeful as to the future.” * 
As Mr. Justice Stone declared: “The Tax- 
ing Act does not require the taxpayer to 
be an incorrigible optimist.” ” 


The most bearish man since Job felt that 
one might “ward off misfortune by going 
to meet it,” but if one should claim de- 


7 Gatliff v. Helburn, 40-1 ustc { 9268, 31 F. 
Supp. 495 (DC Ky.). 

% Dallmeyer, CCH Dec. 17,712, 14 TC 1263 
(1950). 

229 Smith v. Helvering, 44-1 ustc { 9201, 141 F. 
(2d) 529 (CA of D. C.). 

3% U, §. v. White Dental Manufacturing Com- 
pany, 1 ustc J 235, 274 U. S. 398 (1927). 

31 Arthur Schopenhauer, Counsels and Maxims 
(London, Swan Sonnenschein & Company, Ltd., 
1897), p. 120. 
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ductions in a Schopenhauerian frame of mind, 
he would have some anxious moments ahead. 
“*Look!’ said a friend of mine to me once, 


of the United States, is illustrative. In that 
case a corporation liquidated, and corpo- 
rate contracts enabling the holders thereof 
to receive all payments from mines were 
assigned and distributed to stockholders. 
Because of the impossibility of knowing 
whether any profitable ore would ever be 
extracted it was held that the transaction 
was “open” and that payments were taxable 
to the stockholders only in the years in 
which received. See also: Carter, CCH 
Dec. 16,015, 9 TC 364 (1947); U. S. wv. 
Yerger, 44-1 ustc J 9282, 55 F. Supp. 521 (DC 
Pa.); Three States Lumber Company v. Com- 
missioner, 46-2 ustc J 9398, 158 F. (2d) 61 
(CCA-7) ; Imperial Type Metal Company v. 
Commissioner, 39-2 ustc J 9661, 10 F. (2d) 


302 (CCA-3); Perry v. Commissioner, 46-1. 


ustc J 9113, 152 F. (2d) 183 (CCA-8).) 


Transactions Which Are Not Open 


If the transaction is not “open,” different 
tax consequences follow, all in accordance 
with the facts of the case. For instance, if 
the “equivalent of cash” is received at the 
time the contract is made, a capital gains 
tax will be incurred in the year the contract 
is executed, An example of “the equivalent 
of cash” is a transaction in which the sell- 
ing price is partly paid by a secured promis- 
sory note. In such situation, the tax is 
based upon the difference between the cost 
to the purchaser and the selling price. If 
the transaction is not “open” and if the 
buyer is to receive an agreed amount of 
cash spread over future years and if such 
agreement is unsecured, the transaction may 
or may not be treated as an installment sale 
(Section 44), depending upon the facts of 
the case. The irrelevancy of this statute is 
discussed hereinafter. 


Assume that A sells his business to B 
for $100,000 and B agrees to pay A $60,000 
on the signing of the contract with the 
balance in two equal annual installments of 
$20,000. The contract is unsecured. As- 
sume further that the adjusted cost basis 
of the business is $50,000. If the seller files 
his tax return on the cash basis, he will 


% Arnold Bennett, Things That Have Inter- 
ested Me (New York, George H. Doran Com- 
pany, 1921), p. 206. 


Taxing Profits as Capital Gains 


TAXING PROFITS AS CAPITAL GAINS—Continued from page 476 





of another friend who was a passionate pes- 
simist. ‘Look! Here is Blank coming in, 
terrified lest there be some good news.’”™ 


have to pay a tax on a capital gain of 
$10,000 in the year in which the contract 
was executed and capital gains taxes based 
on $20,000 profit in each year that the 
balance of the installments is received. (John- 
ston, CCH Dec. 17,578, 14 TC 560 (1950).) 


Where the taxpayer is on a cash basis, to 
realize a taxable gain he must receive during 
the taxable year cash “or its equivalent” 
in excess of his cost basis. In the Johnston 
case the court stated, in effect, that an 
unsecured contractual promise to pay was 
not the “equivalent” of cash within the 
purview of the statute. 


The Tax Court goes on to say that where 
a taxpayer has been filing returns on the 
accrual basis, a different result follows. 
The taxpayer must pay a capital gains tax 
based on a $50,000 profit in the year the 
contract was executed. The installments to 
be received in future years are immediately 
established on the books of the seller as 
an account receivable. 


Next, consider whether the transaction 
may be treated as an installment sale. To 
come within the provisions of Section 44, 
the provision which governs statutory in- 
stallment sales, the initial payment must not 
exceed thirty per cent of the selling price. 
(There are additional requirements in the 
cases of sales involving real property. Com- 
pare Regulations 111, Section 29.44-2.) The 
law provides, at the option of the taxpayer, 
a special method of taxing gains from the 
sale of real and personal property on the 
installment plan. It permits taxation of 
property over the period of years covered 
by the installment payments. If a business 
is sold on this basis, a capital gains tax 
will be payable in the year in which such 
gains are received. 


One further point is most important: 
When a price is to be paid out of future 
profits of the buyer’s business the seller 
should not work for or render any service 
to the buyer. If he does, the payments re- 
ceived will be taxable as ordinary income to 
the buyer in the year when received. 


[The End] 





Books ... 


Our ‘‘Second-Best Tax’’ 


The Corporation Income Tax. Richard 
Goode. John Wiley & Sons, Inc., 440 Fourth 
Avenue, New York 16, New York. 1951. 
242 pages. $3. 


“The corporation income tax is not a per- 
fect tax. It lacks the niceties of the pro- 
gressive individual income tax. It has some 
significant economic defects. But, on the 
whole, it is our second-best tax—second 
“only to the individual income tax. Within 
the foreseeable future, we shall not be able 
to afford to abandon our second-best tax.” 


These words from the conclusion of Dr. 
Goode’s new book indicate both the large 
analytical framework which he is attempting 
and the practical note which keeps the study 


from drifting off into a cloudland of economic 
theory. 


What is attempted here is a study of the 
corporate income tax as it affects other types 
of taxation and the whole economic scene. 
Necessarily the book requires some postulates 
as a starting point, and Dr. Goode states his 
plainly. The ends of fiscal policy in our 
society, he says, are “a reasonable degree of 
equality of income, wealth and economic 
power; full employment; and real high in- 
come.” Economic stability, he adds, is im- 
portant only as it affects these major goals. 


The corporate income tax, he believes, 
does contribute somewhat to preventing ek- 
cessive economic inequalities. By reducing 
the capital gains on stocks “which are trace- 
able to retained profits,” the tax “narrows 
an important loophole in the individual in- 
come tax.” As for full employment and high 
income, Dr. Goode concludes his review by 
saying that “the corporate tax is at least as 
compatible as the other major taxes with 
maintenance of a high level of money na- 
tional income.” The corporate tax, he ex- 
plains, is relatively favorable to consumption 
and unfavorable to investment, and under 
full employment it is advisable to stop further 
increase in money income in order to prevent 


inflation. At the opposite swing of the busi- . 


ness pendulum, “Instability of tax yields 
helps stabilize the economy,” and therefore 
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the flat-rate corporate income tax is “dis- 
tinctly superior” to most other taxes be- 
cause of its “built-in flexibility of yield.” 

Dr. Goode is assistant professor of eco- 
nomics at the University of Chicago and 
editor of the National Tax Journal. He has 
been an economist in the Treasury and dur- 
ing the war served as fiscal analyst in the 
Bureau of the Budget. 


NTA Proceedings 


Proceedings of the Forty-third Annual Con- 
ference on Taxation. Edited by Ronald B. 
Welch. National Tax Association, Box 1799, 
Sacramento 8, California. 1951. 557 pages. 
$6.75. 

A wealth of material and a variety of view- 
points on current tax problems are included 
in this volume. Six general sessions, three 
luncheon addresses and four round-table 
discussions are given in full text. Speakers 
included G. Howard Spaeth, president of 
the sponsoring National Tax Association, 
Leon H. Keyserling of the Council of Eco- 
nomic Advisers, Harold M. Groves of the 
University of Wisconsin, Clifford F. Hood, 
president of Carnegie-Illinois Steel Corpo- 
ration, Senator Harry Byrd of Virginia and 
a host of representatives of business, gov- 
ernment and the universities. 


Topics covered at the meetings included 
taxes in relation to: our economy; personal 
property taxation; capital gains tax treat- 
ment; coordination of federal, state and local 
taxing programs; integration of payroll and 
withholding taxes; sales and use taxes; and 
tax situs and allocation. 


Withholding Tax Made Easy 


Combined Withholding Tables. (Federal 
Income Tax and Social Security Tax.) Com- 
merce Clearing House, Inc., 214 North Michi- 
gan Avenue, Chicago 1, Illinois. 1951. 48 
pages. $1. 

This is a book of tables for combined 
withholding of. federal income tax under the 
Revenue Act of 1950 and the social security 
tax under the Federal Insurance Contribu- 
tions Act for weekly, biweekly, semimonthly, 
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monthly and daily pay periods. Employers 
had requested permission to use a table in 
computing the amount to be withheld on 
wages paid on or after January 1, 1951, that 
would combine the two taxes and the In- 
ternal Revenue Department granted that 
permission. 


Since the Internal Revenue Code provides 
no table method for determining the amount 
of an employee’s tax under the FICA, the 
wage brackets in the new tables are functions 
of the 1% per cent FICA rate, and amounts 
of tax used in the table are shown to the near- 
est cent. The table is designed to cover, for 
instance, weekly wages under $135, but it can 
be used for wages over that amount by adding 
114 per cent of the amount over $135. 


The combined withholding tables can be 
used correctly only when the wages for in- 
come tax and for FICA tax are the same. 
It cannot be used when wages are being 
paid in excess of $3,600 from January 1, 
1951, or when wages differ for any other 
reason. 


Emphasis on Freedom 


National Security and Individual Freedom 
(Committee for Economic Development Re- 
search Study). Harold D. Lasswell. McGraw- 
Hill Book Company, Inc., 330 West 42nd 
Street, New York 18, New York. 1950. 
259 pages. $3.50. 


As its name implies, this book is a study 
of the relationship between national security 
and individual freedom, a relationship which 
tends to be of inverse ratio. 


“It is apparent,” says Howard B. Myers, 
Research Director of CED, in the foreword, 
? that the economic strength of our 
country is vital to our national security; and 
freedom of the individual as well as a free 
economy have been, and are, pillars of our 
economic strength. 


“This report examines the problems that 
confront us in seeking national security 
without forfeit of the basic values and prin- 
ciples of American life.” 


In defining national security, the author 
first analyzes the state of the world which 
forces us to be prepared “to use force if 
necessary to maintain national independence.” 
“Ours is an epoch of changes profound 
enough to be called revolutionary and of 
sufficient scope to cover the globe. 

These transformations are not likely to 
work themselves out in a year or even a 
decade. Although we assume that a third 
world war is not inevitable, we also must 
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assume that there is little prospect of gen- 
uine peace in the next few years.” 


The national security, he says, is based 
on “military preparedness, an intelligent and 
comprehensive foreign policy, and the 
strengthening of our nonmilitary defenses. 
This calls for an active information program 
at home and abroad to strengthen liberty, 
and for the continuation of economic aid to 
peoples struggling to maintain or attain 
democratic freedom.” The great danger lies 
in the effect which the restrictions and 
pressures of a security-conscious society 
have on those basic principles of freedom 
which we are trying to protect throughout 
the world while perhaps undermining at 
home; these principles he names as: civilian 
supremacy, freedom of information, civil 
liberties and a free economy. 


A large part of the book is devoted to 
recommendations as to what citizens (Con- 
gress, the courts, the public, the press) can 
do to maintain these freedoms without 
hindering the security of the nation. We 
cannot be both entirely free and entirely 
secure, says Mr. Lasswell, so it is necessary 
that “a balance . . . be struck between the 
risks to security and the risks to the free 
economy.” 


In the light of a statement by the Secre- 
tary of Commerce, Charles Sawyer, that the 
National Production Authority agency in 
the Department of Commerce will use man- 
datory controls on defense goods because 
voluntary controls had not been working in 
most cases, one of Mr. Lasswell’s recom- 
mendations is very interesting. “In the 
security crisis it is politically tempting to 
resort to controls in the hope of correcting 
a visible evil, such as glaring shortages of 
some materials. The crucial problem is to 
win significant political (public) support for 
a policy of patience in most of these cases. 
In the overwhelming majority of instances 
it is likely that the self-correcting mechan- 
isms of the market will work themselves out 
more quickly and introduce fewer new 
complications than if administrative action 
is taken.” 


Thus, here is seen the pertinence of the 
problem which the author discusses. Not 
only for its recommendations, which are of 
various degrees of merit, but for its presen- 
tation of a problem which will come more 
and more to the fore under the strain of a 
defense economy, the book is of value. 


The author is a professor of law at Yale 
University; he has had specialized training as 
a political scientist and psychologist. This 
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book was written as part of CED’s research 
program, initiated in 1942, to study the chief 
economic factors affecting the maintenance 


of high stable production and employment. 
a 


Corporate Management Defined 


Social Meaning of Legal Concepts. No. 3. 
The Powers and Duties of Corporate Man- 
agement. Edited by Edmond N. Cahn. 
New York University School of Law, 100 
Washington Square East, New York 3, 
New York. 1950. 100 pages. $1.50. 


Four papers dealing with varied aspects 
of corporate management are reprinted 
herein as part of a series conducted by 
the New York University School of Law 
and the Division of General Education of 
New York. First presented at the groups’ 
annual conference, the papers are “His- 
torical Inheritance of American Corpora- 
tions,” by Adolf A. Berle, Jr.; “Corporate 
Management as a Locus of Power,” by 
Beardsley Ruml; “The Economic Re- 
sponsibilities of Corporate Management,” 
by Peter F. Drucker; and “Management 
and Government: The Balancing Sov- 
ereignties,” by Saul K. Padover. Com- 
ments of authorities in the field, criticising 
or commending the authors’ treatment of 
the subjects, are found at the conclusion 
of each paper. 


Form Book for Tax Men 


Annotated Forms for Tax Practice. Sidney 
I. Roberts, Samuel Schultz and’ Gerhard 
Mayer. Prentice-Hall, Inc., 70 Fifth Ave- 
nue, New York 11, New York. 1951. 645 
pages. $8.50. 


This book is a reference manual for tax 
practitioners designed to guide them in the 
preparation of forms for tax practice. It 
presents 175 official and unofficial forms that 
are used in federal tax work. The unofficial 
forms have not received the official approval 
of the Treasury Department, but the au- 
thors state they have received the stamp of 
approval from successful use. 


Each of the authors is a CPA and a 
member of the New York bar. Their com- 
bined endeavors have resulted in a work 
that is certain to be useful to many prac- 
titioners. 


It would be unusual indeed if a pioneer 
effort of this type were not susceptible to a 
certain amount of constructive criticism by 
different readers. 
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The term “annotated” in the title of the 
book seems to connote the strict dictionary 
meaning of the term (“furnished with criti- 
cal or explanatory notes”) more than the 
meaning associated with extensive case cita- 
tions on a particular point, Each form in 
the book is followed by two groups of notes, 
one denominated “Comments,” the other 
“References.” In many cases the “Refer- 
ences” have no citations but a Code section 
and the corresponding section from the 
Regulations. While the book would be bet- 
ter if there were case citations construing 
all of the forms, such a demand would 
probably be impossible of fulfillment. More- 
over, the mere collection and presentation 
of 175 forms makes the book a useful tool. 


But since the authors went to the trouble 
of citing the Code and the Regulations after 
so many of the forms, it would have im- 
proved the book if they had also provided a 
table in the appendix with those Code and 
Regulations sections as an index to the 
forms. Unfortunately, the reader may now 
have to wade through the eleven-page table 
of contents and the seventeen-page topical 
index to be sure the form he seeks is or 
is not included. 


In a number of cases the “Comments” 
contain remarks keyed to the filled-in entries 
on the preceding forms. These should be 
very helpful. Much more frequently, how- 
ever, the “Comments” are statements of 
law and procedure. While the latter mate- 
rial is all to the good, one wonders why the 
former technique (which would emphasize 
the unique merit of this book) was not more 
fully exploited, especially since other more 
thorough works on substance and procedure 
have long been available. 


Despite these shortcomings, it can fairly 
be said that this is a good book and a 
worthy contribution to professional litera- 
ture for practical men. ‘ 


The Industry That Grows 
in the United States 


Economics of American Industry. E. B. 


Alderfer and H. E. Michl. McGraw-Hill 
Book Company Inc., 330 West 42nd Street, 
New York 18, New York. Second edition, 
1950. 716 pages. $5.50. 


Manufacturing in the United States em- 
ploys more people and contributes a larger 
share to our national income than any other 
industry. Its important place in the Amer- 
ican economy has for many years been 
under study at Wharton School of Finance 
and Commerce, University of Pennsylvania. 
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The present book is a second edition of a 
work that summarized not only the manu- 
facturing processes but the whole structure 
of an industry in its relationship to the 
American economy as a whole. 


In the last ten years there have been 


greater changes in manufacturing than dur- . 


ing any other decade in American history, 
and the principal purpose of the second 
edition is to appraise and interpret the 
recent developments. 


E. B. Alderfer is a lecturer in industry at 
the Wharton School and his coauthor, H. E. 


Michl, is a former member of the industry~ 


department of the same school. Being in- 
structors, they have organized the material 
as a plan of study. This, of course, does 
not limit the use of the book as a source of 
factual information but rather guarantees 
its authenticity. 


ARTICLES 


Girding the Economy for Defense 
An economic adviser to the President tells 


his readers that fiscal policy can contribute . 


to the solution of the problems of expanding 
defense production, in particular, and over- 
all production, in general. He indicates that 
the prevention of inflation in the defense 
economy by taxation is a precaution against 
the necessity of “resort to the other, less 
desirable methods of preventing inflation . . ..” 
—Blough, “Fiscal Policy in a Defense Econ- 
omy,” National Tax Journal, December, 1950. 


Continuation of Business by Surviving 
Partner . . . When a partner dies, continu- 
ation of the partnership business is greatly 
facilitated by a business-purchase agree- 
ment, which may or may not be backed up 
by life insurance for the purpose. Tax 
treatment of such agreements can be of 
vital importance in the subsequent conduct 
of a business. 


A three-part article sifts the tax aspects 
of these arrangements. The authors have 
been frequent contributors to TAxES— 
The Tax Magazine—Ray and Hammonds, 
“Tax Aspects of Business Purchase Agree- 
ments,” Trusts and Estates, June, July and 
August, 1950. 


Sellers and Buyers . . In the buying 
and selling of businesses for cash, parties 
often have conflicting tax motivations. 
Sellers generally prefer to sell stock; buyers 
ordinarily prefer to buy assets, each seeking 
the legal form of the transaction most 
advantageous to himself. 
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Two writers point out that while “tech- 
niques are available for reconciling this con- 
flict of interest, parties . . . are frequently 
unwilling to employ them because of their 
complexity and the uncertainty of their tax 
impact.” The authors are educators, one in 
business administration, the other in law, 
and their article is based on two chapters 
in a forthcoming book, Effects of Taxation 
on Corporate Mergers, which they are writ- 
ing in collaboration with John Lintner, 
assisted by Powell Niland—Butters and 
Cary, “Motives Affecting Form of Sales 
and Purchases of Businesses,” Harvard Law 
Review, March, 1951. 


Intent to Evade Gift Tax . . . The ex- 
amination of abstracts in cases of question- 
able transfers is the topic discussed in a 
recent law quarterly article. Determination 
as to whether an ostensible buyer is or is 
not in fact a “bona fide purchaser” looms 
important in ascertaining the existence of 
a gift tax lien. 

The authors warn that with “additional 
revenues becoming increasingly more neces- 
sary, it is possible that the Treasury 
Department may turn some attention upon 
this . . . source.” They note that a genu- 
ine effort to collect the gift taxes due during 
the past ten years would produce enormous 
revenues for Uncle Sam—and equally enor- 
mous difficulties and problems for the tax 
attorney. It is estimated that a vast per- 
centage of such taxes has remained unpaid. 
—Peters and Maxey, “The Gift Tax Lien 
and the Examination of Abstracts,” Miami 
Law Quarterly, December, 1950. 


Pitfall for Estate Planners . . . The 
author of a law review article points out 
the tax pitfall to be avoided in the exercise 
of an exempt power of appointment. “New 
powers of appointment must not be created, 
or the exemption will be destroyed.” 


Directed to the promotion of successful 
estate planning, his article asks and answers 
the questions “Should the one for whom 
an estate plan is being prepared create 
powers of appointment?” and “Should the 
one for: whom the estate plan is being 
prepared exercise them?”—Casner, “Estate 
Planning—Powers of Appointment,” Har- 
vard Law Review, December, 1950. 


United States, Canada, Australia 
An Oxford writer compares the constitu- 
tional instruments of the three countries 
as to the rules governing treaty enforce- 
ment.—Nettl, “The Treaty Enforcement 
Power in Federal Constitutions,” Canadian 
Par Review, December, 1950. 
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Court... 


Administrative .ece 


Federal Taxes 


INCOME 


Rebates paid to oculists.—Facts: The tax- 
payers who were in the business of grinding, 
fitting and selling eyeglasses paid so-called 
“trade discounts” equal to one third of the 
retail price of all eyeglasses and spectacles 
to oculists on such glasses purchased by 
patients sent to the taxpayers by the ocu- 
lists. The taxpayers sought to deduct these 


discounts as ordinary and necessary busi- 
ness expenses. 


Decision: Since these rebates corrupt the 
fiduciary relationship between physicians 
and patients and result in a violation of the 
duty of loyalty, they are opposed to public 
policy and, therefore, are not deductible as 
“ordinary and necessary” business expenses 
of these taxpayers.—Lilly et al. v. Commis- 
sioner, 51-1 ustc J 9227 (CA-4). 


Loans to purchase “key man” insurance. 
—Facts: A loan to purchase insurance on 
the lives of its two controlling officer- 
stockholders was secured by the taxpayer. 
This “key man” insurance was secured for 
the business purpose of securing continuity 
of management and policy. The funds de- 
rived from the insurance were to be used by 
the taxpayer to purchase the stock of either 
officer at. the time of death. Dissention 
arose over the determination by the Com- 
missioner of a deficiency in the taxpayer’s 
excess profits tax liability because of his 
disallowance of the inclusion in the tax- 
payer’s borrowed invested capital of the 
amount borrowed to finance the purchase of 
the insurance. 


Decision: The insurance policies repre- 
sented assets of the taxpayer, subject to 
risk, and the indebtedness assumed for their 
purchase was properly includible in bor- 
rowed invested capital—Emeloid Company, 
Inc. v. Commissioner, 51-1 ustc {66,013 
(CA-3). 


500 


June, 1951 


Over-ceiling payments.—Facts: The tax- ° 
payers, in their business of selling used cars, 
included in their income tax returns the 
amounts paid by them in excess of OPA 
ceiling prices in computing the cost of the 
automobiles which they purchased. The 
Commissioner determined that these sums 
should be excluded in computing the cost 
of the automobiles. 


Decision: The sums paid by the taxpayers 
in excess of OPA ceiling prices are includible 
by them in the determination of the cost of 
goods sold.—Baum, CCH Dec. 18,210(M) 
(10 TCM 274). 


Alimony payments.—Facts: An agreement 
between spouses was conceded to have been 
incident to a divorce under Section 22(k). 
It contained a provision for nondeductible 
support payments for children as well as a 
provision for the support of the divorced 
wife. A question arose as to whether a 
precatory clause relating to the wife’s put- 
ting aside savings out of payments made 
the provision prescribing support payments 
for both wife and children ambiguous and 
therefore defeated the deduction of payments 
for the wife’s support, in whole or in part, 
under Section 23(u). 


Decision: It was held that no ambiguity 
resulted. The clause requiring the wife’s 
support payments is controlling. The proper 
construction of the clause relating to sav- 
ings provides a distinction between the re- 
spective rights of the wife and of the 
children in any fund which may be saved 
in proportion to their respective rights in 
total payments for their support. The cur- 
rent support payments for the wife are de- 
ductible under Section 23(u).—McBerty, 
CCH Dec. 18,261 (16 TC —, No. 119). 


Back-pay awards.—Facts: The taxpayer 
voted its officers and employees back-pay 
awards as much as twelve years after the 
services for which compensation was being 
given were rendered. The years for which 
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the back pay was voted were years during 
which the taxpayer’s business was poor and 
its income inadequate to pay the sums sub- 
sequently voted. Deductions were claimed 
for these awards. 


Decision: The deductions were disallowed. 
This was not a situation where the salaries 
were voted contemporaneously and only the 


payment postponed because of inadequacy 


of funds. Even though in times of poor 
business more arduous work is sometimes 
required than when times are good, it was 
not shown that the sums voted would have 
been reasonable compensation for the serv- 
ices actually rendered in the earlier years if 
paid either in those years or at the present 
time.—Neel, CCH Dec. 18,234(M) (10 TCM 
323). 


Surrender of property subject to distraint: 
Production of bank passbook.—Facts: The 
plaintiff, the United States, served a notice 
of levy and warrant for distraint on the 
defendant bank, attaching the savings ac- 
count of a delinquent taxpayer. The bank 
refused to honor the notice of levy and pay 


over the amount demanded, because plaintiff © 


failed to produce the depositor’s passbook. 
The plaintiff contends that, pursuant to 
Section 3710(a), Title 26, USCA, it is not 
required to produce the passbook in order 
to receive the money. 


Decision: The relation of a bank to a de- 
positor is that of debtor and creditor ac- 
cording to the terms of their contract. The 
bank had agreed with its depositor to pay 
him money only if his passbook was pre- 
sented or on his giving satisfactory indem- 
nity in case of its nonproduction because of 
its loss, theft, destruction or other excep- 
tional reason. There is nothing in Section 
3710(a) which effects any change in the 
vested rights of the parties. Insofar as the 
passbook requirement is concerned, neither 
law nor equity supports any reason why the 
bank’s contracted right should be ignored. 
In fact, even the most liberal construction 
of the terms “property” or “rights to prop- 
erty” as used in Section 3710(a) could not 
justify an alteration of the existing liabilities 
and obligations between the bank and its 
depositor.—U. S. v. Manufacturers Trust 
Company, 51-1 ustc 7 9245 (DCN. Y.). 

Tax claims: 


Interest and penalties.— 
Facts . 


The United States Government had 
a valid claim against a bankrupt taxpayer 
for the principal amount of taxes. It sought 
to collect assessed interest thereon accruing 
alter the date of the bankruptcy and also to 
recover penalties. 


Interpretations 








Decision: The government is not entitled 
to collect assessed interest on the tax claim 
which accrued after the date of the bank- 
ruptcy. It is also not entitled, as a claimant 
in bankruptcy proceedings, to recover any 
asserted penalties —ZJn the Matter of Schott 
Machine Company, 51-1 ustc $9263 (DC 
Wis.). 

Deduction for state income taxes.—Facts: 
The question concerns the propriety of the 
taxpayer’s claim to a deduction on its 1941 
federal income tax return for additional Vir- 
ginia income taxes paid in that year on its 
1938 and 1939 income. The taxpayer op- 
erates on the accrual basis. “Adjustments 
were made by the Commissioner in the tax- 
payer’s 1938 and 1939 federal tax returns 
from which resulted a deficiency. Virginia 
made similar adjustments and asserted that 
additional taxes were due it. The taxpayer 
paid this additional tax to Virginia in 1941. 


Decision: Taxes accrue when all events 
have transpired which determine the amount 
of the tax and the taxpayer’s liability there- 
for. Here, all of the events had occurred 
prior to 1941 which fixed the amount and 
the liability to pay. The taxpayer’s errone- 
ous report of its proper tax would not 
alter the correct amount of that tax nor the 
taxpayer’s liability for it. The subsequent 
discovery and correction of the error re- 
lated back to the taxable year in which the 
mistake occurred.—Harman Coal Corpora- 
tion, CCH Dec. 18,236 (16 TC —, No. 98). 


Accounting fees.—Facts: The taxpayer 
had an obligation to pay accounting fees 
which was fixed both as to liability and 
amount in the year in question, although the 
time for payment was indefinite. The tax- 
payer claimed a deduction for such fees 
which were alleged to have accrued. 


Decision: It was deemed to be correct for 
the taxpayer to accrue and deduct the ac- 
counting fees—WNeel, CCH Dec. 18,234(M) 
(10 TCM 323). 


Deduction for casualty loss.—Facts: The 
taxpayers owned a building which was par- 
tially destroyed by fire. The adjusted basis 
for the entire building was less than the 
amount of insurance which was received as 
a result of the destruction by fire of a part 
of the building. The Commissioner disal- 
lowed the loss claimed by the taxpayers as 
a result of the fire. 


Decision: The deduction for the loss was 
properly disallowed. There was no loss, 
within the meaning of Code Section 23(e), 
which was not compensated for by insur- 
ance.—Hunter, CCH Dec. 18,226(M) (10 
TCM 298). 
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Deduction for overpaid state franchise 
tax.—Facts: In 1944 the taxpayer com- 
puted and paid its New York franchise tax, 
basing this payment on its 1943 and 1944 in- 
come unadjusted for sums which it had had 
to refund to its customers as overcharges 
during these years. When the taxpayer 
filed this return, the refunds were fully paid. 
The taxpayer attempted to take a deduction 
on its federal income tax return for the 
overpayment of the state franchise tax. 


Decision: The taxpayer in filing its fran- 
chise tax return failed to reduce its net in- 
come to reflect the refunds which it had 
made, although it knew all the factors nec- 
essary for a determination of its franchise 
tax liability. Therefore, the disallowance of 
a deduction for the overpayment of that 
part of the taxpayer’s franchise taxes for 
which there was no apparent liability is cor- 
rect—Kenyon Instrument Company, Inc., 
CCH Dec. 18,214 (16 TC —, No. 92). 


Property subject to lien for taxes.—Facts: 
A lien for unpaid federal income taxes was 
owed by a husband. He had an interest, 
together with his wife, in Missouri real 
estate. The property was owned by them as 
tenants by the entirety. Does the lien for 
taxes attach to the husband’s interest in the 
real estate? 


Decision: The lien does not attach to the 
husband’s interest in the Missouri property, 
because under Missouri law such interest is 
not attachable by creditors or subject to a 
tax lien. Therefore, the interest is not a 
“right to property” or “property” under the 
federal tax lien law.—U. S. v. Hutcherson et 
al., 51-1 ustc J 9249 (CA-8). 


Rental value of corporate-owned residen- 
tial property.—Facts: The taxpayer and his 
wife occupied residential property held by 
a corporation. The corporation had ac- 
quired this property from the taxpayer and 
his wife, the corporation’s sole stockholders, 
for credit purposes. The includibility of the 
rental value of this property in the tax- 
payer’s income was at issue. 


Decision: The rental value of the property 
is includible in the taxpayer’s income, since 
he and his wife continued to occupy the 
property as a home following its transfer to 
the corporation—Dean v. Commissioner, 51-1 
ustc § 9237 (CA-3). 


Taxpayer failed to prove... that he con- 
tributed more than half to support of his 
minor children who were in custody of di- 
vorced wife (Lycan, CCH Dec. 18,212(M), 
10 TCM 278); that he contributed over half 
to his mother’s support (Smith, Jr., CCH 
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Dec. 18,230(M), 10 TCM 306); that full 
amount of claimed deduction was business 
expense (Neel, CCH Dec. 18,234(M), 10 
TCM 323); that stock was gift and gain 
therefrom not reportable (Bryan, CCH Dec. 
18,262, 16 TC —, No. 120). 


ESTATE 


Interest on refunds.—Facts: The dece- 
dent’s estate tax return was filed on the last 
day of the period within which such return 
was due. Because the tax could not then be 
accurately calculated, the return reported 
no tax due, but a check was sent with it to 
cover the maximum amount of taxes which, 
it was believed, could be assessed under any 
conditions. Several years later, after certain 
litigation, it became possible to determine 
the tax, and it was found that the sum paid 
was in excess of the amount actually due. 
This overpayment was refunded without in- 
terest. Was interest properly due on this 
refund? 


Decision: The overpayment did not rep- 
resent an overpayment of tax upon which 
interest should be paid but was merely an 
excessive deposit to cover any assessment 
which might be made. Because the payment 
was merely a deposit, the Commissioner 
had held it in a special suspense account and 
had refunded it within a reasonable time 
after the actual tax became fixed.—Manee 
et al. v. U. S., 51-1 uste J 10,807 (DC N. Y.). 


State Taxes 
INCOME 


Earnings of emancipated minor child in 
Wisconsin.—Facts: The taxpayer’s minor 
son was employed and emancipated and re- 
tained his own earnings. Although he still 
lived with his parents, he paid his mother 
for his room and board out of his own 
earnings. Was the boy’s father required to 
combine his son’s earnings with his own for 
Wisconsin income tax purposes? 


Decision: The father is not required to 
report the son’s income with his own. The 
test of emancipation is not whether the child 
does actually provide for all his own needs 
but whether he is able to do so. The son, 
being emancipated, was entitled to his own 
earnings, and such earnings were not the 
property of the taxpayer parent. A state 
may not measure the tax on one person’s 
property by reference to the property of 
another, and that which is not the tax- 
payer’s income cannot be made such by 
calling it income.—Wisconsin Department of 
Taxation v. Popp, 1 Wits. Tax CASES 
q 200-535 (Cir. Ct., Milwaukee County). 
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Allocation formulae in the District of 
Columbia.—Facts: The taxpayer, which op- 
erated a laundry in Virginia, had customers 
in the District of Columbia. It laundered 
and cleaned the towels, coveralls, etc., for 
some of these customers and it supplied 
others with the articles and laundered them 
when soiled. The issue concerned the part 
of the income derived from these activities 
which was to be allocated to the District 
for the District’s income tax levy. 


Decision: The income derived from rental 
and from picking up soiled articles from 
and delivering clean ones to customers who 
do not own such articles, including that part 
of the income attributable to packaging and 
the like, should be allocated to the District, 
but the income attributable to the launder- 
ing and cleaning done in Virginia is not so 
allocable. The income received from the 
laundering and cleaning of articles owned 
by the customers should be allocated to the 
District—Jndustrial Coverall Laundry Corpo- 
ration v. District of Columbia, 2 State Tax 
Cases J 250-131 (CA of D. C.). 


SALES 


Separation of tax collections from deal- 
ers’ own funds in Florida.—Facts: A re- 
tailer who kept the sales tax money which 
he had collected from his customers sepa- 
rate from his own had both funds stolen. 
Was the seller liable for the loss of the sales 
tax funds? 


Decision: The seller was not responsible 
for the tax money. In cases of this sort, 
however, clear and convincing proof of loss 
is required. The spirit and intent of the 
law is that the purchaser and not the seller 
shall pay it, and since the retailer is an 
involuntary trustee of the money, he is re- 
quired only to protect the trust with the 
care, caution and vigilance of an ordinarily 
prudent man in the conduct of his own pri- 
vate affairs.—Spencer et al. v. Mero, 2 STATE 
Tax CAsEs J 250-137. 


Tennessee Atomic Energy Commission 
contractors.—Facis: Must state or local 
sales tax be paid by cost-type contractors 
which are independent contractors of the 
Atomic Energy Commission on the pur- 
chase and use of materials and supplies in 
the performance of their contracts? 

Decision: The purchases made by these 
contractors are deemed to be part of the 
“activities . . . of the Commission” within 
the meaning of the Atomic Energy Act and 
are thus tax exempt. These operating con- 
tractors constitute the major portion of the 
Nation’s atomic energy program and any 


Interpretations 


state or local sales tax on their activities, 
in view of the Congressional exemption, is 
an unconstitutional intrusion on the per- 
formance of federal functions—Carbide 
Carbon Chemicals Corporation v. Carson, 2 


State Tax CAsEs § 250-130 (Tenn. S. Ct.). 


INHERITANCE 


Credit for prompt payment of Pennsyl- 
vania tax.—Facts: A trust was created by 
the decedent for her son. It was provided 
that if the son should fail to have issue, the 
remainder was to go to a university. The 
son died without issue, and the inheritance 
tax was paid within three months after his 
death. It was contended that this prompt pay- 
ment justifies a discount, since the tax was 
not due until the death of the life tenant. 


Decision: Since the statute provides that 
the tax must be paid within three months 
of the death of the “decedent,” it precludes 
the life tenant from being considered as the 
decedent, especially since the statute fur- 
ther states that the decedent is one “dying 
possessed of property.” Since the tax was 


- not paid within three months of the death of 


the testatrix, no discount can be allowed.— 
Estate of Caldwell, CCH INHERITANCE ESTATE 
AND Girt TAx Reports § 17,367 (Orphans’ 
Ct., Delaware County). 


Situs of New York trust for tax payment 
purposes.—Facts: The decedent established 
a trust in New York. She reserved the 
income for her life. The right to alter or 
modify the trust, which she exercised on 
two occasions, was also reserved. One of 
the amendments designated who was to re- 
ceive the income of the trust after her death 
and also provided for the final disposition of 
the principal. When the decedent died, she 
was a California resident. California laws 
provide that if the trustor is a resident, a 
transfer under which the transferor reserves 
a life estate is taxable. The problem in- 
volved the situs of the trust for taxation 
purposes. 


Decision: Because of the California laws 
and because of the fact that the decedent- 
trustor also reserved a right to. amend the 
agreement and a right to the income for 
life, the California tax should be paid by 
the New York trust. The courts of another 
state, however, do not have jurisdiction over 
trusts in New York. Consequently, if the 
tax is to be paid out of the trust corpus, it 
is up to the New York courts to enforce 
the domiciliary inheritance tax laws in cases 
where the trust is located in New York but 
the trustor is a nonresident. This the New 
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Canadian Tax Letter 


Determination of Chief Occupation 


The taxpayer, a doctor by profession, 
carried on several other occupations and 
claimed to deduct in 1946 the losses incurred 
in connection with his several occupations, 
together with losses incurred in 1945 from 
his over-all income. The Minister assessed 
him on a different basis, but it was only 
after the taxpayer’s notice of objection that 
he was advised that the Minister determined 
his chief occupations to be the operation 
of a drug store and the medical profession. 
The taxpayer appealed from the assessment 
and submitted that his farming and lumber- 
ing activities occupied most of his time and 
that he had not actively carried on his 
medical practice for fifteen years. 


The appeal was allowed, and the matter 
sent back to the Minister for reassessment 
and to determine the loss, if any, incurred 
in 1945, and whether it should be allowed 
under Section 5 (1) (p) of the Income War 
Tax Act against the 1946 income. From 
the evidence, it was shown that the assessor 
had determined the chief occupations, and 
under Section 75 of the Income War Tax 
Act and Section 31 (1) (1) of the Interpre- 
tation Act, only the Minister and deputy 
minister are empowered to exercise discre- 
tion. There are no regulations under which 
the Minister’s power to determine the chief 
occupation of a taxpayer has been delegated 
to assessors. The Minister had not, there- 
fore, exercised his discretion under Section 
10 to determine the chief occupation. Fur- 
thermore,. notice of the exercise of ministerial 
discretion had not reached the taxpayer until 
after his objection, which practice, the Board 
determined, would be open to abuse. It 
should have been communicated to the tax- 
payer at the time the assessment notice was 
issued.—Partridge v. Minister of National 
Revenue, 51 DOMINION TAx CASES J 1-226. 


Interest on Income Bonds 


The taxpayer issued two series of deben- 
tures on which it was to pay interest to the 
registered shareholders at the rate of six 
per cent per annum. However, if the net 
income was insufficient to discharge the full 
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amount, it was to be paid to the holders 
according to their respective interest, and 
if the net income did not equal three per 
cent of the principal amount, the difference 
between the three per cent and the per- 
centage paid was to accumulate as a charge 
against subsequent net income. The interest 
was never paid, but the company claimed 
as a deduction from income the three per 
cent or the accrued interest on these deben- 
tures. The Minister disallowed the deduc- 
tion and submitted that the debentures were 
income debentures within the meaning of 
Section 2 (1) (0) of the Income War Tax 
Act, that the deduction was prohibited by 
Section 6 (1) (k) and further that since the 
interest had not in fact been paid, it did not 
qualify as a deduction under Section 51 
(1) (b). The taxpayer submitted that they 
were income debentures over and above the 
first three per cent but not so for the first 
three per cent representing a fixed charge. 


The appeal was dismissed. It was not 
only the amount over the three per cent 
interest that was payable when the taxpayer 
made a profit but also the amount repre- 
senting the interest due on the first three 
per cent. Although the first three per cent 
is cumulative, the payment of that amount 
was nevertheless entirely subject to the 
company’s having made a profit. They 
were, therefore, income bonds and the de- 
duction was prohibited by the act.—Basic 
Refractory Preducts, Ltd. v., Minister of 
National Revenue, 51 DoMINIon Tax CASES 
q 1-229. 


Burden of Proof 


In an appeal against an assessment made 
by the Minister, the taxpayer argued that 
the assessment was incorrect, since the re- 
turns filed were made out on the “cash 
basis.” No evidence was submitted to show 
just what was meant by what the taxpayer 
called ‘“‘cash basis.” 


The appeal was dismissed. The taxpayer 
failed to introduce any evidence to discharge 
his onus of showing that the Minister erred. 
—No. 15 v. Minister of National Revenue, 
51 Dominion TAx CAsEs § 1-227. 
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State Tax Calendar 
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e@ e If the report or payment due date falls on a holiday, most 
states provide for an extension of time to the next business day @ @ 


ALABAMA 


July 1—Automobile dealer reports due. 
—Carbonic acid gas tax due. July 10 
—Alcoholic beverage reports and _ tax 
of public service licensees due—Alco- 
holic beverage reports of wholesalers and 
distributors due——Automobile dealer re- 
ports due—Tobacco stamp and use tax 
reports and payment due.—Tobacco whole- 
saler and jobber reports due. July 15— 
Gasoline reports from carriers, warehousers 
and transporters due.—Lubricating oils re- 


ports from carriers, warehousers and trans-. 


porters due——Motor carrier mileage tax 
reports and payment due.—Oil and gas 
conservation tax reports and payment due. 
—Oil and gas production tax reports and 
payment due. July 20—Automobile dealer 
reports due.—Carbonic acid gas reports due. 
—Coal and iron-ore mining tax reports 
and payment due.—Diesel fuel tax reports 
and payment due—Gasoline tax reports and 
payment due.—Lubricating oils tax reports 
and payment due.—Sales tax reports and 
payment due——Use tax reports and pay- 
ment due. July 30—Forest products sev- 
erance tax reports and payment due. 


ARIZONA 


July 5—Alcoholic beverage licensee re- 
ports due. July 10—Malt, vinous and spir- 
ituous liquor wholesaler tax reports ‘and 
payment due. July 15—Gross income tax 
reports and payment due. July 20—Motor 
carrier tax reports and payment due.—Use 
fuel tax reports and payment due. July 
25—Motor vehicle fuel distributor, whole- 


saler and carrier tax reports and payment 
due. 


ARKANSAS 


July 1—Cigarette dealer permit renewal 
due. July 10—Alcoholic beverage reports 
due—Motor fuel carrier reports due.— 
Natural resources statements of purchases 
due. July 15—Compensating (use) tax re- 
ports and payment due.—Gross receipts tax 


State Tax Calendar 


reports and payment due.—Gross receipts 
tax, under $5, reports and payment due. 
July 16—Bank share tax installment due.— 
Property tax installment due. July 20— 
Use fuel tax reports and payment due. 
July 25—Motor fuel tax reports and pay- 
ment due.—Natural resources severance tax 
reports and payment due. July 31—Bank 
share reports due (last day).—Public utility 
gross earnings reports due. 


CALIFORNIA 


July 1—Distilled spirits tax reports and 
payment from common carriers due.—Gaso- 
line tax reports and payment from distribu- 
tors due—Public utilities transmitting 
money, tax due. July 15—Alcoholic bev- 
erage import reports from common carriers 
due.—Beer and wine tax reports and pay- 
ment due.—Distilled spirits tax reports and 
payment due.—Gasoline tax reports and 
payment from producers, brokers and im- 
porters due.—Gross receipts tax reports and 
payment from motor carriers of property 
for hire due.—Off-sale general liquor li- 
censee quarterly reports due (last day).— 
Use fuel tax reports and payment due. 
July 20—Gross receipts tax reports and 
payment from motor carriers due. July 
31—Sales tax reports and payment due.— 
Use tax reports and payment due. 


COLORADO 


July 5—Alcoholic beverage manufacturer 
reports due.—Motor carrier tax due. July 
10—Motor carrier reports due. July 15— 
Bank tax second installment due—Coal 
mine owner reports due.—Coal tonnage tax 
reports and payment due.—Corporate _in- 
come tax second installment due. — Per- 
sonal income tax second installnrent due. 
—Sales tax reports and payment due— 
Use tax reports and payment due. July 
25—Diesel fuel tax reports and payment 
due.—Gasoline tax reports and payment 
due. July 31—Property tax second install- 
ment due. 
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CONNECTICUT 


July 10—Cigarette tax reports from dis- 
tributors due. July 15—Cable, car, express, 
telegraph, telephone, electric, gas power and 
water company tax due.—Cigarette vending 
machine reports from operators due.—Gas- 
oline use tax reports and payment due. 
July 20—Alcoholic beverage tax reports 
and payment due. July 25—Gasoline tax 
reports and payment due. July 30—Sales 
tax reports and payment due.—Use tax 
reports and payment due. 


DELAWARE 


July 1—Cigar and cigarette wholesaler 
and retailer permits expire —Express com- 
pany tax due.—Franchise tax due.—Rail- 
road tax installment due.—Telegraph and 
telephone tax due. July 10—Bank share 
reports due. July 15—Alcoholic beverage 
reports from manufacturers and importers 
due.—Cigar and cigarette reports due.— 
Gasoline reports from filling stations due. 
July 30—Personal income tax second in- 
stallment due. July 31—Gasoline tax re- 
ports and payment from distributors and 
reports from carriers due. 


DISTRICT OF COLUMBIA 


July 1—Gross earnings tax from private 
banks due. July 10—Alcoholic beverage li- 
censed manufacturer, wholesaler and re- 
tailer reports due—Beer licensed manu- 
facturer and wholesaler reports due. July 
15—Beer tax due. July 20—Sales tax re- 
ports and payment due.—Use tax reports 
and payment due. July 25—Gasoline tax 
reports and payment due. July 31—Per- 
sonal property reports due’ (last day). 


FLORIDA 


July 1—Auto transportation company tax 
reports and payment due.—Chain store li- 
cense tax due.—Franchise tax reports and 


payment due. July 10—Alcoholic beverage 
manufacturer and dealer tax reports and 
payment due. July 15—Alcoholic beverage 
reports from transporters and carriers due. 
—Cigarette reports from carriers due.—Gas- 
oline reports from nondistributors and car- 
riers due—Motor vehicle fuel use tax 
reports and payment due. July 20—Ad- 
missions tax reports and payment due.— 
Rental tax reports and payment due.—Sales 
tax reports and payment due—Use tax 
reports and payment due. July 25—Gaso- 
line sales tax and storage tax reports and 
payment due.—Motor fuel inspection fee re- 
ports and payment due.—Oil and gas pro- 
duction tax reports and payment due. 
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GEORGIA 


July 10—Cigar and cigarette wholesale 
dealer reports due.—Distilled spirits whole- 
sale dealer reports due.—Motor carrier re- 
ports due. July 15—Malt beverage reports 
due. July 20—Gasoline tax reports and pay- 
ment due. July 31—Sales tax reports and 
payment due.—Use tax reports and pay- 
ment due. 


IDAHO 


July 15—Beer dealer, brewer and whole- 
saler reports due.—Cigarette wholesaler 
drop shipment reports due.—Electric power 
company tax reports and payment due.— 
Gross receipts tax quarterly installment 
from motor carriers due. July 25—Gasoline 
dealer tax reports and payment due.—Use 
fuel tax reports and payment due. 


ILLINOIS 


July 1—Gross premiums tax from insur- 
ance companies due. July 10—Mileage tax 
reports and payment from motor carriers 
due. July 15—Alcoholic beverage reports 
due.—Cigarette reports due—Public utility 
tax reports and payment due.—Sales tax 
reports and payment due. July 20—Gaso- 
line tax reports and payment due. July 
30—Gasoline reports from transporters due. 
July 31—Franchise tax due (last day). 


INDIANA 


July 1—Alcoholic vinous beverage tax 
due.—Property tax reports and payment 
from navigation companies due.—Registra- 
tion fee from motor carriers due. July 10— 
Cigarette distributor interstate business re- 
ports due. July 15—Alcoholic vinous bev- 
erage tax due.—Cigarette distributor drop 
shipment reports due.—Use fuel tax reports 
and payment due. July 20—Intangibles re- 
ports from banks and trust companies due. 
—Intangibles tax from financial institutions 
due.—Intangibles tax reports and payment 
from building and loan and production credit 
associations due.—Share tax reports and 
payment from banks, building and loan associ- 
ations and trust companies due. July 25— 
Gasoline tax reports and payment from distrib- 
utors and carriers due—Use fuel tax reports 
and payment from fuel dealers due. July 30— 
Corporation reports due (last day).—Pe- 
troleum production reports due. July 31— 
Gross income tax reports and payment due. 


IOWA 


July 1—Chain store license tax due— 
Motor carrier additional tax due.—Stock 
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transfer reports due. July 10—Beer tax 
reports and payment from Class “A” per- 
mittees due-—Gasoline tax reports and pay- 
ment from carriers due. July 20—Gasoline 
tax reports and payment due—Sales tax 
reports and payment due.—Use tax reports 
and payment due. 


KANSAS 


July 5—Cigarette reports from whole- 
salers due. July 10—Malt beverage reports 
due. July 15—Alcoholic liquor manufac- 
turer and distributor reports due.——Com- 
pensating tax reports and payment due.— 
Gasoline and fuel use reports from carriers 
due—Gross ton mileage tax reports and 
payment from motor carriers due. July 
20—Alcoholic liquor tax reports and pay- 
ment from retailers due.—Sales tax reports 
and payment due.—Use fuel tax reports and 
payment due. July 25—Gasoline tax reports 
and payment due. 


KENTUCKY 


July 1—Building and loan association 


share tax due.—Cigarette tax licenses ex- 


pire—Public service commission mainte- 
nance fee due. July 10—Distilled liquor 
blender and rectifier tax due. July 15— 
Alcoholic beverage reports due.—Corporate 
income tax second installment due—Fuel 
use tax reports and payment from trans- 
porters due——Personal income tax second 
installment due. July 20—Cigarette whole- 
saler reports due—Oil production tax 
reports and payment due. July 31—Amuse- 
ment and entertainment tax reports and pay- 
ment due.—Gasoline reports from refiners and 
importers due.—Gasoline tax reports and 
payment from dealers and transporters due. 
—Gross receipts tax reports and payment 
from public utilities due—Motor vehicle 
fuel use tax reports and payment due. 


LOUISIANA 


July 1—Soft drinks reports due. July 
10—Beer importer reports due.—Gasoline 
importer reports due.—Lubricating oils im- 
porter reports due. July 15—Gasoline 
carrier reports due.—Intoxicating liquor re- 
ports due—Kerosene carrier reports due.— 
Lubricating oils carrier reports due.—Soft 
drinks reports due.—Tobacco reports due. 
July 20—Beer wholesale dealer tax reports 
and payment due.—Fuel use tax reports 
and payment due.—Gasoline tax reports and 
payment due.—Kerosene tax reports and 
payment due.—Lubricating oils tax reports 
and payment due.—Sales tax reports and 
payment due—Use tax reports and pay- 
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ment due. July 30—Carrier quarterly tax re- 
ports and payment due.—Gas gathering tax 
reports and payment due.——Natural resources 
severance tax and producer of dry gas or 
gas in combination with liquid hydrocarbons 
tax reports and payment due.—Public util- 
ity and pipeline reports due. 


MAINE 


July 1—Bank share tax due. July 10— 
Malt beverage manufacturer and whole- 
saler reports due. July 25—Use fuel tax 
reports and payment due. July 31—Cig- 
arette and tobacco distributor, wholesaler 
and unclassified importer licenses expire. — 
Gasoline tax reports and payment due.— 
Road tax reports and payment from motor 
carriers due. 


MARYLAND 


July 10—Admissions tax due.—Beer tax 
reports and payment due. July 15—Cor- 
porate income tax second installment due.— 
Personal income tax second installment 
due.—Sales tax reports and payment due.— 
Use tax reports and payment due. July 
31—Gasoline and diesel fuel tax reports 
and payment due. 


MASSACHUSETTS 


July 1—Cigarette license fee due—Real 
and personal property tax due. July 10— 
Alcoholic beverage excise tax reports and 
payments due.—Meals excise tax reports 
and payment due. July 20—Cigarette tax re- 
ports and payment due. July 31—Motor 
fuel tax reports and payment due. 


MICHIGAN 


July 1—Gas and oil severence tax reports 
and payment due. July 5—Brewery produc- 
tion reports due.—Gasoline statements from 
carriers due.—Sacramental wine seller re- 
ports due. July 10—Common and contract 
carrier reports and payment due—Winery 
reports due. July 15—Sales tax reports and 
payment due——Use tax reports and pay- 
ment due. July 20—Cigarette tax reports 
and payment due.—Diesel fuel user tax re- 
ports and payment due.—Fuel sold for use 
on vessels, tax due.—Gasoline tax reports 
and payment from distributors due. 


MINNESOTA 


July 10—Alcoholic beverage reports from 
wholesalers, brewers and manufacturers due.— 
Gasoline reports from carriers due. July 
20—Cigarette sales tax reports and pay- 
ment due.—Cigarette use and storage tax 
reports and payment due. July 23—Gaso- 
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line tax reports and payment from distribu- 
tors due.—Special use fuel tax reports and 
payment due—Tractor fuel seller reports 
due. 


MISSISSIPPI 


July 5—Factory reports due. July 10— 
Admissions tax reports and payment due. 
July 15—Franchise tax reports and payment 
due.—Gasoline tax reports and payment 
from carriers due—Light wine and beer 
retailer, wholesaler and distributor reports 
due.—Sales tax reports and payment due.— 
Timber severance tax reports and payment 
due.—Tobacco manufacturer, distributor 
and wholesaler reports due.—Use fuel tax 
reports and payment due. July 20—Gaso- 
line distributor, refiner, processor and 
solvent user tax reports and payment due. 
July 25—Gas severance tax reports and 
payment due.—Oil and Gas Board main- 
tendnce charge due.—Oil severance tax re- 
ports and payment due. July 31—Factory 
annual reports due-——Owners or lessees of 
outdoor advertising space reports due. 


MISSOURI 


July 5—Nonintoxicating beer permittee 
reports due. July 10—Oil inspection tax 
reports and payment due.—Petroleum prod- 
ucts receiver reports due. July 15—Alco- 
holic beverage sales reports due.—Retail 
sales tax reports and payment due. July 
25—Use fuel tax reports and payment due. 
July 31—Gasoline distributor tax reports 
and payment due.—Soft drinks inspection 
fee reports and payment due. 


MONTANA 


July 1—Moving picture theater licenses 
issued and tax due. July 10—Cigarette 
tax stamp payment due. July 15—Beer 
brewer, wholesaler and transporter tax re- 
ports and payment due.——Crude petroleum 
producer reports due.—Electric company 
tax reports and payment due.—Gasoline 
reports from carriers due—Gasoline tax 
reports and payment due.—Motor carrier 
additional fee due——Motor carrier annual 
fee due. July 30—Coal mine operator tax 
reports and payment due.—License tax re- 
ports and payment from oil producers due. 
—Telegraph and natural gas company tax 
reports and payment due. 


NEBRASKA 


July 1—Occupation tax reports and pay- 
ment from domestic corporations due.— 
Personal property tax second installment 
due. July 10—Cigarette distributor reports 
due. July 15—Alcoholic beverage manufac- 
turer and wholesale distributor reports due. 
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—Aviation fuel tax reports and payment from 
dealers due.—Gasoline reports from car- 
riers due—Gasoline tax reports and pay- 
ment due. July 31—Occupational tax 
reports and payment from foreign corpora- 
tions due. 

NEVADA 


July 1—Corporation reports due. July 
2—Electric light, heat and power, gas, street 
railway, telegraph, telephone and water 
company tax due. July 9—Property reports 
due (last day). July 10—Liquor reports 
by out-of-state vendors due. July 12—Toll 
roads and bridges quarterly tax reports and 
payment due. July 15—Alcoholic beverage 
manufacturer and importer reports due.— 
Cigarette reports from wholesalers due. 
—Gasoline reports from carriers due. July 
25—Fuel user tax reports and payment 
due.——Gasoline tax reports and payment 
from dealers due. July 31—Mine net proceeds 
reports due. 


NEW HAMPSHIRE 


July 1—Cigarette tax license renewal due. 
—Public utility property reports due. July 
10—Alcoholic beverage manufacturer, whole- 
saler and importer reports due.—Alcoholic 
beverage wholesaler tax due. July 15— 
Use fuel tax reports and payment due. July 
31—Gasoline reports from carriers due.— 
Motor fuel tax reports from carriers due. 


NEW JERSEY 


July 10—Excise tax reports and payment 
on interstate busses due—Gross receipts 
tax reports and payment on municipal jit- 
neys due. July 15—Alcoholic beverage re- 
ports from manufacturers, distributors, 
transporters, storers, importers and sellers 
due. July 20—Alcoholic beverage retail 
consumption and retail distribution licensee 
tax reports and payment due.—Cigarette 
distributor tax reports and payment due. 
July 25—Gross receipts tax reports and 
payment on municipal busses due. July 
30—Gasoline reports from carriers due. 
Second Last Business Day—Gasoline tax 
reports and payment from distributors due. 


NEW MEXICO 


July 1—Cigarette tax permits expire.— 
License tax for sale or lease of airplanes 
due.—Merchant license tax second semi- 
annual or third quarterly installment due. 
July 15—Corporate income tax second in- 
stallment due.—Occupational gross income 
tax reports and payment due.—Personal in- 
come tax second installment due.—Sev- 
erance tax reports and payment due. July 
20—Cigarette reports from retailers sup- 
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plying passenger carriers due.—Electric, gas, 
water and steam company inspection fees 
due-——Motor carrier tax reports and pay- 
ment due. July 25—Gasoline tax reports 
and payment due—Use or compensating 
tax reports and payment due. July 30— 
Oil and gas well production reports due. 


NEW YORK 


July 1—Village property tax due (last 
day). July 15—Personal income reports 
and payment of second installment of tax 
due. July 20—Alcoholic beverage tax re- 
ports and payment due. July 25—Conduit 
company tax reports and payment due. July 
31—Gasoline tax reports and payment due. 


NORTH CAROLINA 


July 10—Alcoholic beverage reports from 
railroads due.—Gasoline tax reports and 
payment from carriers due.—Unfortified 
wine distributor and bottler tax reports 
and payment due. July 15—Sales tax re- 
ports and payment due.—Spirituous liquor 
tax due.—Use tax reports and payment due. 


July 20—Gasoline tax reports and payment © 


from distributors due.—Use fuel tax reports 
and payment due. July 30—Electric light, 
power, street railway, gas, water, sewerage 
and telephone company tax reports and 
payment due. July 31—Franchise tax re- 
ports and payment due.—Lightning rod 
dealer and manufacturer tax reports and 
payment due. 


NORTH DAKOTA 


July 1—Oleomargarine biennial license 
fees due.—Property reports from railroad 
and telephone companies due. July 10— 
Cigarette distributor reports due. July 15— 
Alcoholic beverage additional tax due.— 
Beer tax reports and payment due.—Gaso- 
line tax reports and payment due —Whole- 
sale liquor dealer reports due. July 20— 
Sales tax reports and payment due—Use 
tax reports and payment due. July 25— 
Use fuel tax reports and payment due. 


OHIO 


July 10—Alcoholic beverage reports from 


Classes “A” and “B” permittees due— 


Cigarette wholesaler reports due. July 15— 
Cigarette use tax reports and payment 
due.—Franchise tax due.—Gasoline reports 
from persons other than dealers due.— 
Private motor carrier tax due.—Public 
motor carrier tax due.—Use tax reports and 
payment due. July 20—Bank share tax due. 
—Gasoline reports from dealers due.—In- 
tangibles tax from intercounty corporations, 
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dealers in intangibles and public utilities 
due.—Premiums tax from domestic insur- 
ance companies due. July 30—Gasoline re- 
ports from carriers due. July 31—Gasoline 
tax due.—Supplemental sales tax reports 
and payment due. 


OKLAHOMA 


July 5—Operator reports of mines other 
than coal due. July 10—Alcoholic beverage 
tax reports and payment due.—Cigarette 
wholesaler, retailer and vending-machine 
owner reports due.—Gross receipts tax 
reports and payment from airports due. 
July 15—Gasoline reports from dealers, re- 
tailers and carriers due—Mileage tax re- 
ports and payment from carriers due.—Sales 
tax reports and payment due.—Tobacco 
wholesaler, jobber and warehouseman re- 
ports due. July 20—Coal mine operator 
reports due.—Gasoline distributor and im- 
ported gasoline purchaser tax reports and 
payment due.—Motor fuel use tax’ reports 
and payment due.—Property tax reports 
and payment from rural electric coopera- 
tives due—Use fuel reports from carriers 
due:—Use fuel tax reports and payment due. 
—Use tax reports and payment due. July 
30—Cotton manufacturer tax reports and 
payment due. July 31—Oijil, gas and 
mineral gross production tax reports and 
payment due. 


OREGON 


July 1—Motor vehicle quarterly registra- 
tion fee due—Reforestation tax due. July 
15— Corporation license reports due. — 
Excise (income) tax second installment 
due.—Forest vield semiannual tax reports 
and payment due—Personal income tax 
second installment due. July 20—Alcoholic 
beverage tax reports and payment due.— 
Motor carrier reports due if tax is paid as per 
Table A or B.—Motor vehicle broker and 
forwarder tax due.—Use fuel tax reports 
and payment due. July 25—Gasoline tax 
reports and payment due. July 30—Forest 
products severance tax reports and payment 
due.—Oil production tax reports and pay- 
ment due—Withholding tax reports and 
payment due. July 31—Motor carrier tax 
due if paid as per Table A or B. 


PENNSYLVANIA 


July 10—Malt beverage reports due.— 
Soft drinks reports due—Spirituous and 
vinous liquor importer reports due. July 
15—Alcoholic beverage manufacturer tax 
reports and payment due. July 31—Gaso- 
line tax reports and payment due—Use 
fuel reports from carriers due.—Use fuel 
tax reports and payment due. 
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RHODE ISLAND 


July 10—Alcoholic beverage reports from 
manufacturers due.—Cigarette reports from 
distributors and dealers due. July 15— 
National bank deposit reports due. July 
20—National bank depositor reports due.— 
Sales tax reports and payment due.—Use 
tax reports and payment due. July 25— 
Gasoline tax reports and payment due. 


SOUTH CAROLINA 


July 1—Alcoholic beverage wholesaler re- 
ports of alcoholic beverages received.— 
Motor carrier tax installment due. July 10 
—Admissions tax reports and payment due. 
—Alcoholic beverage retailer and wholesaler 
annual reports and payment of balance of 
third additional tax due.—Alcoholic bev- 
erage retailer and wholesaler reports of 
alcoholic beverage sales and additional tax 
due.—Power tax reports and payment due 
(last day).—Soft drinks reports due. July 
20—Fuel oil dealer reports due—Fuel oil 
user tax reports and payment due.—Gaso- 
line tax reports and payment due. 


SOUTH DAKOTA 


July 1—Cigarette use tax license renewal 
due. July 10—Motor carrier in interstate 
commerce tax reports and payment due. 
July 15—Alcoholic beverage sales reports 
due.—Gasoline reports from carriers and 
retail airplane vendors due.—Gasoline tax 
from dealers due.-—Occupational retail sales 
tax quarterly reports and payment due.— 
Property tax from motor carriers due.— 
Tractor fuel user tax reports and payment 
due.—Use fuel reports from carriers due.— 
Use fuel tax reports and payment due.—Use 
tax quarterly reports and payment due. 
July 20—Passenger mileage tax due. July 
30—Mineral products severance tax reports 
and payment due. July 31—Gasoline re- 
ports from dealers due. 


TENNESSEE 


July 1—Corporation tax reports and pay- 
ment due.—Excise (income) information re- 
ports and payment of tax due——Franchise tax 
reports and payment due. July 10—Alco- 
holic beverage reports due (last day).— 
Barrel tax on beer due.—Gasoline reports 
from carriers due.— Petroleum products 
special privilege tax reports and pay- 
ment due. July 15—Fuel user reports due. 
—Use fuel reports from carriers due. July 
20—Cotton seed oil mill reports due.—Gas- 
oline tax reports and payment from dis- 
tributors due—Oil production tax reports 
and payment due.—Sales tax reports and 
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payment due.—Use tax reports and pay- 
ment due. 


TEXAS 


July 1—Contract carrier occupation tax 
reports and payment due.—Gross receipts 
tax reports and payment on radios, tele- 
vision sets, cosmetics and playing cards due. 
—Public utility tax reports and payment 
due.—Sulphur production tax reports and 
payment due. July 5—Cigarette reports 
from solicitors due. July 10—Cigarette re- 
ports from distributors due. July 15— 
Beer tax reports and payment due. July 
20—Liquefied gases and liquid fuel tax re- 
ports and payment from users due.—Motor 
fuel reports from carriers due-——Motor fuel 
tax reports and payment due. July 25— 
Admissions tax reports and payment due.— 
Carbon black production tax reports and 
payment due.—Cement distributor tax re- 
ports and payment due.—Prizes and awards 
of theater tax reports and payment due. 
July 30—Natural gas production tax reports 
and payment due.—Oil production tax re- 
ports and payment due. 


UTAH 


July 1—Motor vehicle dealer and salesman 
licenses expire.—Public utility fee due. July 
10—Liquor licensee reports due.—Use fuel 
reports from carriers due. July 15—Sales tax 
reports and payment due.—Use fuel tax re- 
ports and payment due.—Use tax reports 
and payment due. July 25—Gasoline reports 
of carriers due-—Gasoline tax reports and 
payment from distributors and retailers due. 
July 31—Employer reports due. 


VERMONT 


July 10—Alcoholic beverage tax reports 
and payment due. July 15—Electric light 
and power company tax reports and payment 
due. July 31—Gasoline tax reports and 
payment due. 


VIRGINIA 


July 10—Beer dealer, bottler and manu- 
facturer reports due. July 15—Motor carri- 
er tax due. July 20—Gasoline reports from 
carriers due.—Use fuel reports from dealers 
and resellers due. July 30—Forest products 
severance tax quarterly reports and pay- 
ment due. July 31—Gasoline tax reports 
and payment due.—Motor carrier quarterly 
road tax reports and payment due.—Use 
fuel tax reports and payment due. 


WASHINGTON 


July 1—License tax reports and payment 
from foreign and domestic corporations due. 
July 10—Malt product brewer and manu- 
facturer reports due. July 15—Auto trans- 
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portation company tax reports and payment 
due.—Cigarette drop shipment reports from 
wholesalers due—Cigarette duplicate invoices 
on shipments out of state from whole- 
salers and retailers due.—Gross income tax 
reports and payment due.—Gross operating 
tax reports and payment from utilities due. 
—Sales tax reports and payment due.—Use 
tax reports and payment due. July 20—Use 
fuel tax reports and payment due. July 25— 
Gasoline reports from carriers due.—Gas- 
oline tax reports and payment due. 


WEST VIRGINIA 


July 1—Cigarette tax license renewal due. 
—License tax reports and payment from 
domestic corporations due.—Motor vehicle 
and carrier registration and fee due-——Motor 
vehicle carrier annual special license assess- 
ment due.—Public utility additional fee due. 
July 10—Alcoholic beverage tax reports and 
payment due.—Soft drinks reports due. 
July 15—Cigarette use tax reports and pay- 
ment due.—Sales tax reports and payment 
due. July 30—Gasoline tax reports and 








payment due.—Occupational gross income 


tax quarterly reports and payment due. 


WISCONSIN 


July 1—Cigarette manufacturer and whole- 
saler license renewal due.—Motor carrier 
flat tax due. July 10—Alcoholic beverage 
reports due.—Cigarette wholesaler and manu- 
facturer reports due.—Electric cooperative 
association tax due.— Oleomargarine re- 
ports due. July 15—Motor truck registra- 
tion and fee due. July 20—Gasoline tax 
reports and payment due. July 30—Gasoline 
transporter reports due. July 31—Real prop- 
erty tax semiannual installment due. 


WYOMING 


July 1—License (franchise) tax reports 
and payment due. July. 10—Gasoline re- 
ports from carriers due. July 15—Gasoline 
reports from dealers due.—Gasoline tax 
reports and payment from wholesalers due. 
—Motor carrier tax reports and payment 
due.—Sales tax reports and payment due.— 
Use tax reports and payment due. 











INTERPRETATIONS—Continued from page 503 





York courts can do. Accordingly, the New 
York trustee was directed to pay the Cali- 
fornia tax.—In re City Bank Farmers Trust 
Company, CCH INHERITANCE ESTATE AND 
Girt Tax Reports § 17,378 (N. Y. S. Ct., 
New York County). 


ESTATE 


Trust income payable to Pennsylvania 
beneficiary.—Facts: The testator’s will pro- 
vided that “all the bequests, legacies and 
devises herein contained are to be free from 
any and all taxes lawfully imposed or to be 
imposed by the United States Government 
or any State Government or any Municipal 
authority thereof, which taxes are to be paid 
by my estate.” A controversy arose over 
whether this provision was broad enough 
to include income taxes on trust income 
payable to the life beneficiary thereof within 
its scope. 

Decision: This provision in the testator’s 
will was neither specific nor broad enough 
to include income taxes on trust income pay- 
able to the life beneficiary within its cover- 
age. The court could not find any exact 
precedent for the case, but it concluded that 
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the testator must have meant to cover only 
the usual type of taxes due and payable out 
of the estate at the time of the decedent’s 
death and not annual income taxes there- 
after payable by the beneficiaries.—Nevil, 
CCH Trust AnD EstAteE LAw_ Reports 
7 42:718 (Pa. S. Ce). 


GROSS PREMIUMS 


New York taxation of direct and reinsur- 
ance premiums.—Facts: The taxpayer re- 
ceived direct premiums which were not 
reported as taxable in any other state. It 
also received reinsurance premiums where 
the original direct policies are on property 
or risks located outside of New York. The 
question for determination concerned whether 
these premiums should be included in the 
measure of the taxpayer’s tax. 


Decision: The direct premiums are sub- 
ject to New York taxation, but the reinsur- 
ance premiums are exempt. The imposition 
of a tax on the direct premiums does not 
violate the Commerce Clause of the Federal 
Constitution.—Matter of Guardian Life In- 
surance Company of America v. Chapman, 2 
StaTE Tax Cases § 250-132 (N. Y. Ct. of 
App.). 
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Other Helpful, Informative 
CCH Magazines 


Labor Law Journal 


Specifically designed and edited to promote sound think- 
ing on labor law problems, the Labor Law Journal presents 
timely articles concerned with the intimate and complex 
relationship of Law, Labor, Government, Management, 
and Union. Each month, the Journal brings you the serious 
thinking, the reasoned conclusions, the viewpoints, and 
attitudes of leaders of thought and action—on significant, 
pivotal labor law problems. Specialists in the field treat 
currently troublesome phases of labor law in factual, 
hard-hitting articles. No punches are pulled—nothing is 
‘‘slanted.’’ Issued monthly; subscription rate—$6 a year. 
Sample copy on request. 


In Recent Articles: 


@ Escalator clauses 

@ Arbitration 

@ Secondary boycotts 

@ Consumers’ price index 

@ Disafiliation 

@ Pension plans 

@ Contract disputes 

@ Non-Communist afiidavits 
@ Bargaining in good faith 


Insurance Law Journal 


Month after month, this helpful magazine presents timely 
articles on pertinent subjects of insurance law, digests of 
recent decisions, comments on pending legislation, rulings 
of state commissioners and attorneys general, and other 
features reflecting the changing scene of insurance law. 
The Journal is edited exclusively for irnfsurance law men, 


by insurance law men. Emphasis is on the insurance law 
Recent Issues Discussed: 


Dram shop legislation 
Excess liability 
Unlicensed insurers 
Misstatement of age 
Subrogation 
Comparative negligence 


fields of Life, Health and Accident, Fire and Casualty, 
Automobile, and Negligence. Issued monthly; subscrip- 
tion rate—$10 a year, including a handsome binder for 
permanent filing of each monthly issue for a year. Send 
for a sample copy. 


Obligation to defend 
Selling the agency 
Synchronous death 


Food Drug Cosmetic Law Journal 


Essentially, the purpose of the Journal is to stimulate and 
facilitate the exchange of professional views in a highly 
specialized field of law. Each issue presents signed arti- 
cles—by specialists, public officials, and other authorities 
—on legal problems involved in the preparation, pack- 
aging, labeling, storage, and distribution of foods, with 
respect to nutrition, health, and the general public wel- 
fare, in addition to nofes on legislative, administrative 
and judicial developments. Issued monthly; subscription 
rate—$10 a year, including binder for year’s issues. 


Recent Subjects Featured: 
Sample copy sent on request. 


Standard making 
Product liability law 
Refilled prescriptions 
Chemical additives 
Imitation foods 
Multiple seizures 
Fraud in food cases 
Barbiturate control 
False advertising 


All Published by 


ComMMERCE. CLEARING, HOUSE,. INC.. 
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PUBLISHERS OF TOPICAL LAW REPORTS 
214 N. MICHIGAN AVE., CHICAGO 1, ILL. 


When requesting sample copies, please address JTV6 
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